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PUERTO RICO’S PROGRAM OF INDUSTRIAL 
TAX EXEMPTION * 


II 


THE ACHIEVEMENT OF COMPLETE TAX EXEMPTION 
ROBERT M. BAKER} 


The Industrial Tax Exemption Program of Puerto 
Rico is designed to stimulate industrial development 
there by offering, to certain qualified classes of industry, 
virtually complete relief from all major taxes for a pe- 
riod of twelve years. Under the basic insular statute, Act 
No. 184 of May 13, 1948,’ qualified industries (includ- 
ing new industries, certain established industries and 
hotels) may obtain complete relief from insular income 
taxes, property taxes and municipal license taxes for a 
period of twelve years beginning July 1, 1947 and ending 
on June 30, 1959. Since resident individuals and corpor- 
ations doing business in Puerto Rico do not under ordi- 
nary circumstances pay federal income taxes on income 





* Part I of this article appears at 18 Geo. Wasu. L. Rev. 327 (1950). 


+ Member of the Bar of the District of Columbia and of Puerto Rico; Spe- 
cial Secretary for Industrial Tax Exemption, Puerto Rico. (The opinions in 
this article are expressed by the author as a private individual and as a member 
of the legal profession and should not be taken in any way as official interpre- 
tations of the Puerto Rico statutes involved or as officially approved state- 
ments of policy.) 

1 Act No. 184, approved May 13, 1948 (LAWS OF PUERTO RICO, p. 
482); as amended by Act No. 352, approved May 14, 1949 (LAWS OF 
PUERTO RICO, p. 1062); Act No. 355, approved May 14, 1949 (LAWS 
OF PUERTO RICO, p. 1082); and Act No. 365, approved May 14, 1949 
(LAWS OF PUERTO RICO, p. 1116). 
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earned in Puerto Rico, this makes possible a status of vir- 
tually complete tax exemption for industries which can 
qualify. It was pointed out in Part I of this article that, 
while the favorable status of complete tax exemption is 
by no means impossible of accomplishment, this status 
is dependent upon the interaction of federal, state and in- 
sular tax statutes. Only by careful compliance with the 
proper statutes can such a status be achieved, and a thor- 
ough knowledge of the content and effect of the applica- 
ble tax provisions is desirable. 

In setting up the tax exemption program the legislature 
made an effort to provide for substantially equal tax treat- 
ment for individual proprietorships, partnerships and 
corporations. A direct grant of tax exemption made to 
a business operated as an individual proprietorship has 
a different practical effect from a direct grant of tax 
exemption made to a business operated by a corporation. 
This is for the reason that although the original earnings 
of the corporation would be tax exempt in such a case, 
the profit withdrawals in the form of dividends would be 
taxable as individual income to the recipients of the divi- 
dends, while in the case of an individual proprietorship 
both the initial income and the profit withdrawals would 
be tax exempt. In the case of individual proprietorships 
the earnings of the business and the profits the owner de- 
rives from the business are indistinguishable for tax pur- 
poses, whereas in the case of corporations two separate 
classes of taxable income are produced, one consisting of 
the original corporate earnings and the other of the profit 
distributions to the stockholders in the form of divi- 
dends. 

In an effort to put these various types of business organ- 
izations on an equal footing for tax exemption purposes, 
the legislature included provisions in Act No. 184 which 
exempt from tax not only the original earnings of tax 
exempt industries but also the profit withdrawals in cer- 
tain specified cases. Some of the most important and com- 
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plex problems which are raised by the Act concern Sec- 
tion 6(a), which reads as follows: 

Dividend or profit distributions by a corporation or partner- 
ship exempted hereunder from the payment of taxes, made from 
the income derived from the operations thereof covered by the 
exemption, and paid to the following stockholders or partners, 
shall be tax-exempt in the same proportion as said income are 
tax-exempt with respect to said corporation or partnership pur- 
suant to the provisions of the preceding Section 5: 

1. Persons residing in Puerto Rico. 

2. Persons not residing in Puerto Rico who are not obligated 
to pay, in any jurisdiction outside Puerto Rico, any tax 
on income derived by them from any source in Puerto Rico. 

The general purpose of the provision would seem to be 
evident. As noted above, the Act provides for direct 
grants of tax exemption only in respect to income earned 
from the exempted business entity. In the absence of Sec- 
tion 6(a), therefore, individual proprietorships would 
have a substantial tax advantage over corporations or 
partnerships. (The latter, are taxed in Puerto Rico on 
the same basis as corporations, the partnership income be- 
ing taxed at corporate rates and income distributions be- 
ing taxed at individual rates.) Thus, many industrial 
units eligible for tax exemption might have been con- 
verted from the corporate form to individual proprietor- 
ships with the attendant loss of corporate advantages. 
Also, some prospective new industries, the establishment 
of which upon any basis other than as corporations would 
be economically and legally inadvisable, might have been 
discouraged from setting up a new industry upon the is- 
land. The intendment of the Act as it now stands is clear- 
ly to place corporations and partnerships upon an equal 
footing with individual proprietorships by exempting 
from income tax the income when it is earned, and also in- 
sofar as possible, when it is distributed. In the follow- 
ing discussion of the section, it should be kept in mind, 
also, that the legislature was attempting here to extend 
the exemption to all recipients of income distributions 
who would realize an ultimate actual benefit from the 
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exemption in the way of greater income retained and en- 
joyed. 

“Persons residing in Puerto Rico.” The use of the term 
“residing” presents interpretative difficulties. Residence 
implies personal presence in a fixed abode, but minus the 
accompanying animus manendi which is deemed essen- 
tial to domicile.* Residence is an essential element in 
domiciliary status, although it is neither essential to nor 
synonymous with citizenship. Thus, the scope of this 
category is very broad, for it includes persons of any 
citizenship. Since the power to tax income follows the 
citizens of the United States wherever they may be,’ the 
inquiry here is of more than academic interest. Since the 
purpose of the Act was primarily to induce entrepreneurs 
and industrialists from the mainland to locate new indus- 
tries in Puerto Rico, the question arises as to the tax ad- 
vantages io such persons of personal residence in Puerto 
Rico in connection with the operation of these industries. 

As a preliminary matter, it may be noted that income 
of Puerto Ricans is, in general, taxed by the United 
States upon substantially the same footing as that of non- 
resident aliens.* This practice stems from the section 
of the Internal Revenue Code’ which provides: 

Any individual who is a citizen of any possession of the 
United States (but not otherwise a citizen of the United States) 


shall be subject to taxation under this chapter only as to income 
derived from sources within the United States... . 


The phrase in parenthesis in this section has been uni- 
formly interpreted in such a way as to cause the section 
to be applicable to the citizens of Puerto Rico. 

By the temporary Organic Act for Puerto Rico” all 
Spanish subjects resident there on April 11, 1899, and 
their children, were declared to be “citizens of Puerto 





2 Bouvier’s Law Dictionary, vol. III, p. 2920. Brisenden v. Chamberlain, 
53 Fed. 307, 311 (C. C. S. C., 1892). 

3 Cook v. Tait, 265 U. S. 47, 44 Sup. Ct. 444, 68 L. ed. 895 (1924). 

41. T. 3788 (1946—1 C. B. 153). 

51. R. C. §252(a). 

6 Foraker Act, 31 Stat. 77 (1900). 





PUERTO RICO’S PROGRAM OF INDUSTRIAL TAX EXEMPTION 447 


Rico,” with the exception of those who elected to pre- 
serve their allegiance to Spain. This act did not confer 
United States citizenship upon the inhabitants of the is- 
land.’ The Organic Act of Puerto Rico,* however, did 
confer United States citizenship upon all citizens of 
Puerto Rico as defined in the temporary Organic Act, 
and also upon all natives of Puerto Rico who were tem- 
porarily absent on April 11, 1899 but who had since re- 
turned and established permanent residence there, and 
who were not citizens of any foreign country.’ Certain 
additional provisions set up means whereby citizens of 
Puerto Rico could retain that status without becoming 
United States citizens if they so desired, and whereby 
children born of alien parents residing in Puerto Rico 
could acquire United States citizenship. The above- 
quoted provisions of Section 252(a) of the Internal Rev- 
enue Code were first introduced as Section 260 of the 
Revenue Act of 1918, and since the United States citizen- 
ship of nearly all Puerto Ricans is due to the fact that 
they, or their near ancestors, were formerly citizens of 
Puerto Rico, but not otherwise, the section has always 
been regarded as conferring its benefits upon them. Thus, 
Section 29.252-1 of Treasury Regulations 111 provides 
in part: 
For Federal income tax purposes a citizen of a possession of 
the United States who is not otherwise a citizen of the United 


States, is a citizen of a possession of the United States who has 
not become a citizen of the United States by naturalization. 


Although the Jones Act, and its successor statutes, in ef- 
fect, conferred collective naturalization upon those af- 
fected, the word “naturalization” as used here in the reg- 
ulations means only naturalization in the United States or 





7 People ex rel Juarbe v. Board of Inspectors, 67 N. Y. S. 236 (1900); 23 
Ops. Atty. Gen. (U. S.) 370; Birdsell, Federal Taxation in the Insular Pos- 
sessions, 14 Geo. Wasu. L. Rev. 353 (1946). 

8 Jones Act, 39 Strat. 951 (1917). 

Secs. 5, 5(a), 5(b) and 5(c) as amended and added to by the Act of 
March 4, 1927 (44 Star. 1418) and by the Act of June 27, 1934, (48 Srar. 
1245); the Act of May 16, 1938 (52 Strat. 377); and by the Act of Oct. 14, 
1940 (54 Srar. 1174). 
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in incorporated territory of the United States.*° Thus, 
citizens of Puerto Rico who are not residing in the 
United States, and who are citizens of the United States 
only by virtue of collective naturalization by the Organic 
Act, are taxed under the United States Internal Revenue 
Code, like non-resident aliens, only upon income derived 
from sources within the United States. Accordingly, 
where such persons resident in Puerto Rico receive divi- 
dends from investments in tax-exempt Puerto Rican in- 
dustries, they clearly gain a substantial practical benefit, 
since no part of that income is taxable by the United 
States. 

On the other hand, it seems clear that mere residence 
in Puerto Rico will not immunize from federal income 
taxation a United States citizen whose citizenship is based 
upon birth, or upon naturalization in the United States 
or incorporated territory of the United States. Unless 
such a taxpayer comes within the rather restricted pro- 
visions of Section 251 of the Internal Revenue Code, to 
be discussed further on, he will be taxed by the United 
States upon the dividends received from his tax-exempt 
Puerto Rican corporation, subject, however, to a tax 
credit under Section 131 for taxes paid thereon to Puerto 
Rico.” It is obvious, therefore, that if the mere fact of 
residence renders his dividend income exempt from 
Puerto Rico’s income tax, the effect is merely to transfer 
his tax payments from the Puerto Rican Treasury to the 
United States Treasury, for he cannot claim any tax 
credit for taxes as to which he is exempt. This result is 
manifestly one never contemplated by the Puerto Rican 
legislature in enacting Section 6(a) (1). Since there ap- 

10], T. 3788, cited note 4, supra. It is to be noted that since the Nationality 
Act of 1940 (54 Srart. 1137, effective January 12, 1941), United States citizen- 
ship can be acquired by birth in Puerto Rico. It would seem that persons 
acquiring United States citizenship in this manner would not be within I. R. C., 
§ 252(a), since it could not be said that they were merely citizens of a United 
States possession but not otherwise United States citizens. That is, their 
United States citizenship would appear to flow from birth, rather than from 


the accident of parentage deriving citizenship from the Organic Act. 
11 Treas. Reg. 111, § 29.131-2. See discussion below. 
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pears to be little foundation in the Act for any construc- 
tion of the provision which would avoid the indicated 
result, amendatory legislation is suggested. 

In connection with the present matter, it should be 
noted that although the acquisition by a citizen of the 
United States (proper) of Puerto Rican citizenship be- 
cause of residence there, is insufficient to relieve him of 
federal income taxes, it may be a sufficient basis for re- 
lief from federal estate taxes if the rule of Estate of 
Smallwood” becomes well established law. This estate 
tax saving opportunity may very well become one of the 
most powerful inducements for the development of in- 
dustrial holdings in Puerto Rico by United States indus- 
trialists. ‘The estate tax savings will be two-fold. Not 
only are the Puerto Rico estate taxes lower than those of 
the United States but the splitting of the estate beween 
the two taxing jurisdictions will put both portions of the 
estate in lower tax brackets. 


DEPENDENCE OF COMPLETE TAX EXEMPTION UPON THE 
INTERACTION OF INSULAR AND FEDERAL TAX STATUTES 


In order to achieve the favored status of complete tax 
exemption the industrialist must so conduct his business 
as to avoid the payment to any taxing jurisdiction of any 
taxes on the income when it is earned or when it is dis- 
tributed. 

As may be seen from the foregoing discussion, taxpay- 
ers residing in Puerto Rico may be subject to the concur- 
rent jurisdiction of both the federal and the insular taxing 
authorities and in certain instances the interaction of the 


1211 T. C. 740 (1948) Held, a person born a citizen of the United States, 
who had never lost his United States citizenship but who subsequently acquired 
Puerto Rican citizenship by establishing his domicile there, was not a “citizen 
of the United States” within the meaning of Section 802, I. R. C., which applies 
the estate tax law to estates of all citizens of the United States. The decision 
was grounded on the fact that historically the general internal revenue laws 
have not been made applicable to Puerto Rico unless expressly stated to be appli- 
cable. No such statement appears in Section 802. It is obvious that the theory 
underlying this decision could not be extended to enlarge the scope of Section 
252(a), since the phrase, “but not otherwise a citizen of the United States,” 
would expressly exclude persons in the position of Smallwood. 
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federal, and insular tax laws may operate to nullify the 
benefits of the insular tax exemption both from the stand- 
point of the taxpayer and the insular government. The 
problem becomes even more complex when the statute at- 
tempts to confer the benefits of tax exemption upon indi- 
vidual or corporate recipients of the income produced in 
Puerto Rico who are not residents of the island. Section 
6(a) (2) of the Act exempts from income taxation profit 
distributions to: 

Persons not residing in Puerto Rico who are not obligated to 
pay, in any jurisdiction outside Puerto Rico, any tax on income 
derived by them from any source in Puerto Rico. 

Before entering into a technical discussion of this 
clause, it may be well to consider whether it sets up an in- 
valid classification within the prohibition of the equal 
protection clause, for upon its face it does treat non- 
resident taxpayers differently as among themselves and in 
comparison with resident taxpayers. Although complete 
certainty of prediction is impossible in the field of consti- 
tutional law even where precedents “upon all fours” are 
available, it is even less likely where no direct author- 
ities can be found. In the field of taxation, however, it 
appears to be highly unusual to encounter a holding that 
a tax Classification violates equal protection, and from 
the most nearly analogous authorities it may be submitted 
that the present classification is valid. It clearly conveys 
a particular benefit upon eligible persons, with a rational 
basis for the classification: persons required to pay a tax 
on Puerto Rico profit distributions in some jurisdiction 
outside Puerto Rico, would at best receive only a tax 
credit for Puerto Rican taxes paid, so that exemption for 
them would merely transfer their tax payments to the 
treasury of the other jurisdiction. Under the general 
principle that a state may set up and enforce various types 
of discriminations without violating the Constitution, so 


13 See Sholley, Equal Protection in Tax Legislation (1938), 24 Va. L. Rev. 
388, 406 et seq. 
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long as they are rationally related to a legitimate local 
policy, the present discrimination would be good. Since 
all qualified persons are treated equally, there would be 
no more of a denial of equal protection here than in New 
Glycerin Co. v. Gallegos,” where income earned outside 
the state was included in the taxable income of a citizen 
but excluded as to domestic corporations; American Su- 
gar Refining Co. v. Loutsiana,* where a tax on refiners 
of sugar exempted farmers who refined their own sugar; 
or Aero Transit Co. v. Georgia Commission, where farm 
vehicles were exempted from an annual motor vehicle li- 
cense tax. As said in the last cited case: 
The legislature may go far in apportioning and classifying to 
the end that public burdens may be distributed in accordance with 


its own conception of policy and justice. If its action be not 
arbitrary, the courts will stand aloof. 


A domestic corporation or United States citizen resi- 
dent in the States, but deriving income from Puerto 
Rican sources, is given three possible methods of tax 


treatment under the Internal Revenue Code. Section 
131(a) allows a tax credit, at the election of the taxpayer, 
for taxes upon income paid or accrued to the government 
of Puerto Rico,” with the exception that no such credit is 
permitted against the penalty tax under Section 102 in 
cases of accumulation of corporate earnings to avoid pay- 
ment of surtaxes upon dividend income. The purpose 
of the set-off provision, of course, is to prevent double 
taxation insofar as possible.” It is clear, however, that 
the provisions of Section 6(a) (2) (quoted above) of the 
Puerto Rico Industrial Tax Exemption Law do not ap- 
ply to persons eligible for the benefits of a tax credit un- 





14 Ft. Smith Lumber Co. v. Arkansas, 251 U. S. 532, 40 Sup. Ct. 304, 64 L. ed. 
396 (1920). 

1548 N. M. 65, 145 P. (2d) 995 (1944). 

16179 U. S. 89, 21 Sup. Ct. 43, 45 L. ed 102 (1900). 

17 295 U. S. 285, 293, 55 Sup. Ct. 709, 79 L. ed. 1439 (1935). 

18 Treas. Reg. 111, § 29.131-2. 

19 Burnet v. Chicago Portrait Co., 285 U. S. 1, 52 Sup. ‘Ct. 275, 76 L. ed. 587 
(1932) ; Gentsch v. Goodyear Tire & Rubber Co., 151 F. (2d) 997 (C. C. A. 
6th, 1945); Hubbard v. United States, 17 F. Supp. 93 (Ct. Cl. 1936); 5 
Mertens, LAw oF FEDERAL INCOME TAXATION 543 (1942). 
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der Section 131(a), for they are still taxed by reference 
to their total income including Puerto Rican income. 
Even if a construction could be maintained to the effect 
that such persons are not actually taxed upon Puerto 
Rican income to the extent that their tax credit wipes out 
the federal tax attributable to that income, nevertheless, 
since United States income tax rates are in most cases 
considerably higher than insular rates, they still could not 
meet the requirements of the section. Even if the require- 
ments were met, and a Puerto Rican tax exemption se- 
cured, the net result would be to eliminate any United 
States tax-credit (since no taxes were paid to Puerto 
Rico), thereby transferring tax payments from the Puerto 
Rican to the United States Treasury. ‘The section was 
obviously worded to prevent just such a result. 

A second possibility, which even more clearly, if pos- 
sible, fails to qualify the United States citizen for exemp- 
tion, is provided by Section 23(c)(2) of the Internal 
Revenue Code. This provision permits the taxpayer to de- 
duct foreign taxes, including those paid to Puerto Rico, 
from gross income. He may elect either to seek the ben- 
efits of Section 131(a) or of 23(c),” but in neither case 
will he become eligible for exemption from Puerto 
Rican income tax under Section 6(a) (2). 

The third possibility, and the one to which Section 
6(a)(2) of the exemption law was undoubtedly aimed, 
arises under Section 251 of the Internal Revenue Code. 
Those citizens and domestic corporations subject to tax, 
who derive income from Puerto Rico and who meet the 
requisite qualifications prescribed by Section 251 are 
taxed solely upon income from sources within the United 
States, that is, they are taxed as nonresident aliens or for- 
eign corporations doing business in the United States.” 


20Lederman y. Commissioner, 6 T. C. 991 (1946), “A credit is usually but 
not necessarily of greater benefit [than a Section 23 deduction], since the appli- 
cation is against the tax liability, whereas a deduction is of benefit only to the 
extent of the rate to which the taxpayer’s income subjects him.” 5 Mertens, 
op. cit. supra, note 19 at p. 545. 

21See I. R. C., §251(e), allowing deductions under Supplements H (non- 
resident aliens) and I (foreign corporations). 





PUERTO RICO’S PROGRAM OF INDUSTRIAL TAX EXEMPTION 453 


Since persons qualified for Section 251 benefits are not 
taxed by the United States upon any part of their Puerto 
Rican income, they would be eligible for exemption un- 
der Section 6(a) (2) of the insular Act. 

Section 251 sets up two chief requirements, both of 
which must be met. The first, which may be called the 
“80% rule” requires that 

80 per centum or more of the gross income of such citizen or 
domestic corporation (computed without the benefit of this sec- 
tion), for the three-year period immediately preceding the close 
of the taxable year (or for such part of such period immediately 
preceding the close of such taxable year as may be applicable) 


was derived from sources within a possession of the United 
States.?? 


The second, which may be called the “50% rule” is 
in the alternative, depending upon whether the taxpayer 
is a citizen or a domestic corporation. In the former 
case, 50% or more of the citizen’s gross income must have 
been derived from: 

the active conduct of a trade or business within a possession of 


the United States either on his own account or as an employee 
or agent of another.** 


In the case of a domestic corporation, 50% or more of its 
gross income must have been derived: 


from the active conduct of a trade or business within a possession 

of the United States.** 
As noted above, both the 80% and the 50% rules must be 
met in order to qualify under Section 251. The excep- 
tionally favored position of “251 taxpayers” is indicated 
by the fact that under the previous law, United States 
citizens and domestic corporations were fully taxable on 
all income earned in United States possessions, even if it 
was all derived from that source.” 


227. R. C., §251(a) (1). 
237. R. C., §251(a) (3). 
247. R. C., §251(a) (2). 
25 Haussermann v. Burnet, 61 App. D. C. 347, 63 F. (2d) 124 (1933). 


26 Lawrence v. Wardell, 273 Fed. 405 (C. C. A. 9th, 1921); Porto Rico 
Coal Co. v. Edwards, 275 Fed. 104 (S. D. N. Y. 1921). 
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The “SO% Rule”: Whether specified income was de- 
rived from “sources within a possession” of the United 
States depends to a considerable extent upon the nature 
of that income. The word “source,” as used in the law of 
taxation, is defined generally as the origin or place where 
the income is produced.” However, general definitions 
must yield to settled judicial principles upon occasion. 
Hence, where the income in question consists of divi- 
dends derived from corporate earnings out of business 
conducted within a United States possession (which is 
probably the most important type of income with which 
we are concerned in discussing eligibility for tax exemp- 
tion under Section 6(a)(2)), the authorities are split 
as to where the sources of that income lie. One line 
of cases, represented by Union Electric Co. v. Coale,* 
holds that the “source” of dividends is where the income 
is produced, or where the company or individual initiat- 
ing the payment is located. A second group of cases, of 
which the leading one is Miller v. McColgan,” holds 
that the source of dividends is the stock itself, the situs of 
which, under the doctrine of mobilia sequunter personam, 
follows the residence of the owner. The case held that 
the dividend income of a resident California stockholder 
in a Philippine corporation, all of the income of which 
was earned in the Philippine Islands, was not exempt 
from the California income tax as income “from sources 
without the state.” Although the Miller case is well- 
reasoned and likely to appeal to future courts as a strong 
precedent, it would appear to have little effect upon the 
present problem of “source” within the meaning of the 
Internal Revenue Code, for the federal rule has consis- 
tently been that the source of dividend income is the place 





27 Goldberg v. Gray, 70 N. D. 663, 297 N. W. 124 (1941); Jackling v. State 
Tax Comission, 40 N. M. 241, 58 P. (2d) 1167 (1936). 

28 347 Mo. 175, 146 S. W. (2d) 631 (1940). Accord: Petition of Union 
Electric Co. of Missouri, 161 S. W. (2d) 968 (1942); Standard Marine Ins. 
Co. vy. Commissioner, 4 B. T. A. 853 (1926). 

2917 Cal. (2d) 432, 110 P. (2d) 419 (1941). Other cases are collected in the 
annotation following this opinion in 134 A. L. R. 1424. 
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of the corporate earnings.*” Hence, it may be concluded 
that dividends paid out of Puerto Rican earnings to a 
resident of the United States, or to a domestic United 
States corporation, constitute income from sources within 
a possession of the United States within the meaning of 
Section 252(a). 

The basic theory underlying the rule as to the “source” 
of dividends seems to be that the locus of the activities 
giving rise to earnings, rather than the place of payment 
or receipt, is determinative. This general principle finds 
expression in cases holding the “source” of salary or wage 
payments to be the place where the services were per- 
formed; in the rule that the source of income from 
patent royalties is the place of use, or privilege of using, 
the patents;** and in the rule that the source of interest 
payments generally follows the situs of the earnings from 
which paid. ‘The cited Treasury regulations make it 
clear that dividends and interest paid by a domestic “Sec- 
tion 251” corporation are not derived from sources in the 
United States. The chief obstacles to satisfaction of the 
“80% rule” would thus appear to be in the numerical 
percentage, and not in the type of income involved. 

It is well to note that the employment of careful busi- 
ness practices by domestic corporations or citizens con- 
ducting industrial activities in Puerto Rico is necessary 
in order to qualify for the tax benefits of Section 251. 


30 Forres v. Commissioner, 25 B. T. A. 154, 161; Bence v. United States, 18 
F. Supp. 848 (Ct. Cl. 1937) ; Helvering v. Stockholms Enskila Bank, 293 U. S. 
84, 55 Sup. Ct. 50, 79 L. ed. 211 (1934). These rulings appear to be dictated 
by the terms of I. R. C., sec. 119, defining what is meant by the phrase “sources 
within the United States.” See Treas. Reg. 111, §29.119-3. That the same 
meaning should attach in construction of Section 251 is indicated by the rule 
that identical words used in the same part of the same act are presumed to have 
the same intended meaning. Sée Helvering v. Stockholms Enskila Bank, supra, 
at p. 87; Atlantic Cleaners & Dyers v. United States, 286 U. S. 427, 52 Sup. 
Ct. 607, 76 L. ed. 1204 (1932). See also, Treas. Reg. 111, § 29.251-1. 

31 G. C. M. 20205, 1938—2 C. B. 173; see also Peterson v. Commissioner, 45 
B. T. A. 624 (1941); Dunphy v. Commissioner, 41 B. T. A. 489 (1940); 
Commissioner v. Piedras Negras Broadcasting Co., 127 F. (2d) 260, 261, 
(C. C. A. 5th, 1942); Ingram v. Bowers, 47 F. (2d) 925, 927 (S. D. N. Y. 
1931). Cf. I. T. 3488, 1941-2 C. B. 154. 

82 Treas. Regs. 111, § 29.119-5. 

33 Treas. Regs. 111, § 29.119-2. 
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Since the bulk of goods manufactured in Puerto Rico 
must necessarily find their way to the mainland market, 
attention should be directed to the method by which such 
sales are handled. Asa general rule, profits derived from 
the purchase or processing of goods in Puerto Rico and 
their sale in the United States will be treated as derived 
partly from sources within and partly from sources with- 
out the United States.** Otherwise, profits from the sell- 
ing of such goods are deemed to arise from sources in the 
country where the sale takes place.** Thus, the crux of 
the question of source of income is the locus of the “sale,” 
which is defined in the regulations as the “place where 
the product is marketed.” * 

The chief concern of the entrepreneur from the United 
States who wished to qualify for Section 251 benefits, and 
thus also for exemption from Puerto Rican taxes on earn- 
ing distributions, is to ensure that the sale takes place in 
Puerto Rico. In 1930, the Internal Revenue Bureau 
changed its previous ruling that the place where title 
passed was the place of sale, and adopted the so-called 
“Bureau Rule.” * Based upon the Supreme Court deci- 
sion in Compania General de Tabacos de Filtpinas v. 
Comissioner,* this rule laid down the principle that the 
place of sale was where the order for the goods was ac- 
cepted and a contract reached, and expressly refuted the 
applicability of the rule of passage of property and risk 
of loss for this purpose. In 1947, the Bureau again re- 
versed its position,” returning to the original rule that the 
place where title passes is determinative. Its change of 
heart was based upon the eleven-year-old decision in 
East Coast Oil Company v. Commissioner,” which had 


84T, R. C., $119(e); Treas. Regs. 111, §§ 29.119-12 and 29.119-12B. 

85 See Seghers, Federal Income Taxes on Foreign Transactions and Foreign 
Persons, 26 Taxes 108 (1948). 

386 Treas. Regs. 111, § 29.119-8. 

87 The “Bureau Rule” was first promulgated in G. C. M. 8594 (1930—2 C. B. 
354), and was restated in G. C. M. 13475 (1934—2 C. B. 224) and I. T. 2869 
(1935—1 C. B. 113). 

88 279 U. S. 306, 49 Sup. Ct. 304, 73 L. ed. 704 (1929). 

89 G. iC. M. 25131 (1947—2.C. B. 85). 

40 31 B. T. A. 558 (1934), aff'd 85 F. (2d) 322 (C. C. A. 5th, 1936), cert. 
den. 299 U. S. 608, 57 Sup. Ct. 234, 81 L. ed. 449 (1936). 
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held that the place of sale of Mexican oil sold by c.i.f. 
contracts executed in the United States was Mexico, 
where the title had passed.* 

For present purposes, therefore, it would seem that 
income from marketing of industrial products of Puerto 
Rico in the United States can be confined to Puerto Rican 
sources for Section 251 purposes, by ensuring that the pas- 
sage of title takes place there. The utility of c.i.f. con- 
tracts for shipments from Puerto Rico immediately 
springs to mind, particularly since in Ronrico Corpora- 
tion v. Commissioner,” there is direct authority to the 
effect that profits from such sales arise from sources in 
Puerto Rico. On the other hand, where goods are sold 
in the United States directly by the manufacturer,“ or 
are marketed upon a consignment or commission basis,“ 
the source of the income is, in part at least, the United 
States. By reference to established sales law, confinement 
of this type of income to Puerto Rico need offer no diffi- 
cult problems, although the available marketing tech- 
niques will be somewhat restricted in scope and number. 

The “50% Rule”: It is obvious at once that everyone 
who might qualify under the “80% rule” will not neces- 
sarily also derive 50% of his gross income from the “‘ac- 
tive conduct of a trade or business” in Puerto Rico. The 
authorities bear this out. In the important case of Haus- 
sermann Vv. Burnet,” it was held that the dividends on 
stock received by a United States citizen from a corpora- 
tion carrying on an active business in a possession of the 
United States were not, as to the taxpaying citizen, in- 
come derived from the active conduct by him of a trade 
or business, even though the stockholder was actively en- 
gaged in managing the corporate business there and re- 





41 See also, Exolon Co. v. Commissioner, 45 B. T. A. 844 (1942), in accord, 
although on distinguishable facts. Cf. 1942—1 C. B. 6 and 1942—1 C. B. 22. 

4244 B. T. A. 1130 (1941). 

43 See San Carlos Milling Co. v. Commissioner, 24 B. T. A. 1132 (1931), 
aff'd 63 F. (2d) 153 (C. C. A. 9th, 1933). 

44 See Porto Rico Consolidated Fruit Co. v. Commissioner, 16 B. T. A. 778 
(1929). 

4561 App. D. C. 347, 63 F. (2d) 124 (1933), cert. den. 289 U. S. 729, 53 Sup. 
Ct. 526, 77 L. ed. 1477 (1933). 


2 
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ceived most of his remuneration in the form of such 
dividends.“ This holding would appear to be equally 
applicable to a parent-subsidiary corporation situation, 
to exclude the parent from Section 251 benefits. The 
“50% rule” apparently requires a regular course of con- 
tinuous business activity carried on by the taxpayer in 
his own right.*’ It thereby restricts the scope of Section 
251 benefits to individual proprietors, partnerships, or 
operating corporations engaged in trade or business in 
United States possessions; and individual or corporate 
stockholders in such operating corporations are, as a prac- 
tical matter, excluded from Section 251 benefits. There- 
by, the latter groups are also excluded from the exemp- 
tion provided by Section 6(a)(2) of the Puerto Rico 
Industrial Tax Exemption Act. 

Section 251, however, presents not an altogether un- 
mixed benefit to the eligible taxpayer. In the first place, 
it is not available to persons who “receive” their income 
in the United States. Section 251(b) states: 

Notwithstanding the provisions of subsection (a) there shall 
be included in gross income all amounts received by such citizens 


or corporations within the United States, whether derived from 
sources within or without the United States. 


Normally, to be received as income, there must be a 
physical receipt of money or something else of value.” 
Thus, in reference to other tax statutes, “income received” 
has been construed to mean “paid in cash” or the equiv- 
alent, as contrasted with “accrued.” ** ‘This interpreta- 
tion has been followed under the Internal Revenue Code 


46 Accord: Treas. Regs. 111, § 29.251-1. Cf. Peterson v. Commissioner, 45 
B. T. A. 624 (1941), in accord in respect to interest on undrawn salary which 
was derived from active conduct of business. 

47 See Harden v. Commissioner, 44 B. T. A. 961, 967-8 (1941), holding gains 
from incidental securities sales in Philippines not derived from active conduct 
of trade or business. See also, Kales v. Commissioner, 101 F. (2d) 35, 37 
(C. C. A. 6th, 1939); Kane v. Commissioner, 100 F. (2d) 382 (C. C. A. 2d, 
1938); Van Wart v. Commissioner, 295 U. S. 112, 55 Sup. Ct. 660, 79 L. ed. 
1336 (1935). 

48 Commissioner of Corporations and Taxation yv. Williston, 315 Mass. 648, 
54 N. E. (2d) 43 (1944). 

49 See Lumber Mut. Fire Ins. Co. v. Malley, 256 Fed. 380 (Mass. 1916) ; 
Conn. Gen. Life Ins. Co. vy. Eaton, 218 Fed. 188 (Conn. 1914). 
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in cases where it is clearly applied; but a modification 
has been adopted to the effect that the place of receipt 
of income is the place at which the taxpayer is physically 
present at the time of constructive receipt, that is, when 
the amount is credited to him and is subject to his imme- 
diate unrestricted right of withdrawal.” Hence, income 
so credited to an individual while in Puerto Rico may 
be excluded from gross income under Section 251 even 
though physically received later on in the United States.” 
Some care must be exercised to ensure that payments of 
earnings or profit distributions to persons seeking to come 
within Section 251 take place in Puerto Rico. 

Certain other disadvantages of Section 251 cannot be 
obviated, however. First, citizens entitled to Section 251 
benefits are allowed only one personal exemption under 
Section 25(b).** Second, persons entitled to Section 251 
benefits are not allowed any tax-credit for taxes paid to 
foreign countries, as permitted by Section 131.% Third, 
the parent corporation is not permitted to include its 
“Section 251” subsidiary in a consolidated return.” 
Fourth, the domestic parent of a “Section 251” subsidiary 
is denied the 85% “dividends-received credit” for divi- 
dends received from the subsidiary.” The influence of 
the last two disadvantages may be minimized by the pos- 
sibilities of a tax-free liquidation as a means of distrib- 
uting the subsidiary’s earnings to its parent.” ‘This matter 
will be discussed below at greater length. 

It should be noted, however, that the benefits of Section 








50 See Harden v. Commissioner, 44 B. T. A. 961, 968 (1941); but cf. I. T. 
3462, 1941—1 C. B. 268. 

51 Treas. Regs. 111, §29.251-2; I. T. 3348, 1940—1 C. B. 93; G. C. M. 
22314, 1940—2 C. B. 157. 

52 See 2 Prentice-Hall, Fed. Tax Service (1950), paragraph 16, 703-B; I. T. 
3804 (1946—1 C. B. 151). 

sr 8. CC. §25. 

547, R. C., §251H., 131g. 

557. R. C., §14lc. 

567. R. C., § 26b. 

57 Note that so long as the entire income of the subsidiary is derived from 
sources outside the United States, there is no need to worry about a penalty 
surtax on alleged improper accumulations of earnings, for that applies only to 
income from U. §. sources. I. R. C. $102; see also I. R. C. §231(c). 
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251 are immediately available to qualified persons, de- 
spite the statutory reference to a 3-year period. In cal- 
culating gross income for the purpose of determining 
whether the requisite percentages thereof are of the char- 
acter specified in the “80% rule” and “50% rule,” the 
full 3-year period must be employed if income was de- 
rived from Puerto Rico or other United States posses- 
sions at all times during such a length of time. But, if 
income was derived therefrom during only a part of the 
preceding period of three years, only the gross income 
which accrued during such “applicable part” need be 
considered in calculating the percentages.” As stated by 
the Board of Tax Appeals: 
. any period immediately preceding the close of the taxable 
year during which no income was derived from sources within 
a possession of the United States is not a part of the applicable 
period and income received during such a period should not be 
included in determining whether or not the 80 per cent require- 
ment has been met.*® 
It is, of course, quite obvious from what has been said 
that a domestic subsidiary conducting manufacturing en- 
terprises solely in Puerto Rico would be fully within 
Section 251, even though its parent corporation normally 
could not so qualify. Advantages equal to those of Sec- 
tion 251, without its disadvantages, could be achieved 
through foreign incorporation of the subsidiary. Pros- 
pective corporate entrepreneurs should carefully consider 
the advantages of doing business, and qualifying for 
Puerto Rican tax exemption, through the legal entity of a 
subsidiary. The substantial tax advantage acquired 
would permit a relatively small initial investment with 
the bulk of net earnings subsequently plowed-back into 
capital expansion without diminution through current 
federal taxation. Such profits, of course, would not be 
taxable in the United States to the stockholders until paid 





58 Schley v. Commissioner, 42 B. T. A. 434 (1940). See also, Birdsell, Fed- 
eral Taxation in the Insular Possessions, 14 Gro. Wasu. L. Rev. 353 (1946). 


59 Schley v. Commissioner, cited note 58 supra, at p. 438. 
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out as dividends. The effect of the exemption law is to 
permit business expansion, in an area where the risk of 
opening up a new industry may be considerable, unhin- 
dered by taxation until the point is reached where opera- 
tions are sufficiently successful to warrant a withdrawal 


of current earnings for payment to investors as divi- 
dends.” 


DEPENDENCE OF COMPLETE TAX EXEMPTION UPON THE 
INTERACTION OF INSULAR AND STATE TAX STATUTES 


Thus far, Section 6(a)(2) has been discussed solely 
with reference to taxation by the United States. The 
phrase “in any jurisdiction outside Puerto Rico,” how- 
ever, encompasses the various states, too. A brief survey 
of state income tax legislation is required to obtain a com- 
plete understanding of the operation of the section, for 
if distributions of Puerto Rican earnings were taxed in 
any state (presumably the state of the distributee’s resi- 
dence), eligibility under Section 6(a) (2) would be lost. 

It is well-settled, of course, that with a few minor ex- 
ceptions, the state may, on the basis of its im personam 
jurisdiction, tax the entire net income of residents and 
domestic corporations.“ On the other hand, the power 
of the state over non-resident individuals and foreign cor- 
porations is in rem, and it may tax only such proportion 
of the income as is allocable fairly to the territorial limits 
of the state.” Iience, most state income tax statutes pro- 








60 See James, The Taxation of Business Income from Foreign Sources, 13 
U. or Cur. L. Rev. 229 (1946). 

61 Guaranty Trust Co. of N. Y. v. Virginia, 305 U. S. 19, 59 Sup. Ct. 1, 83 
L. ed. 16 (1938); New York ex rel Cohn v. Graves, 300 U. S. 308, 57 Sup. 
Ct. 466, 81 L. ed. 668, (1937), 108 A. L. R. 721; Lawrence v. State Tax Com- 
mission, 286 U. S. 276, 52 Sup. Ct. 556, 76 L. ed. 1102 (1932). 

62 New York ex rel Whitney v. Graves, 299 U. S. 366, 57 Sup. Ct. 237, 81 
L. ed. 285 (1937); Underwood Typewriter Co. v. Chamberlain, 254 U. S. 
113, 41 Sup. Ct. 45, 65 L. ed. 165 (1920); Shaffer v. Carter, 252 U. S. 37, 40 
Sup. Ct. 221, 64 L. ed. 445 (1920). But, for a possible indication that a “com- 
mercial domicile” may be enough to support tax upon entire net income of 
foreign corporation, sce Chestnut Securities Co. v. Okla. Tax Commission, 
125 F. (2d)-571, 575 (C. C. A. 10th, 1942), cert. den. 316 U. S. 668, 62 Sup. Ct. 
1035, 86 L. ed. 1744 (1942). Cf. Cargill, Inc. v. Spaeth, 215 Minn. 540, 10 
N. W. (2d) 728 (1923). Note that a state probably cannot even partially 
reach the income of affiliated corporations (e. g. subsidiaries), which is other- 
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vide for some form of apportionment of such income, 
usually upon a prescribed “formula’’ basis. 

Of the 48 states and the District of Columbia, some 13 
do not levy either a corporate or personal income tax.” 
Residents of these states clearly would not be deprived 
of Section 6(a)(2) benefits by state taxation. Three 
states levy only a corporate income tax," and two levy 
only a personal income tax,” thereby rendering the corre- 
sponding untaxed person eligible for a Section 6(a) (2) 
exemption, upon this score at least. The remaining 31 
states levy both a personal and a corporate tax. In order 
not to unduly burden domestic corporations and place 
them at an economic disadvantage in respect to foreign 
corporations, whose income is necessarily apportioned for 
tax purposes, most of the states provide for an equivalent 
apportionment of the income of domestic corporations 
as well; but the individual taxpayer is not treated so 
favorably except in a few states. Where such apportion- 
ment obtains, and its effect is to render tax-free any in- 
come earned in Puerto Rico, the benefits of Section 
6(a)(2) would be available for the taxpayer. 

A brief description of the tax provisions of those states 
which provide for allocation of income of resident indi- 
viduals or domestic corporations or both, follows, with 
appropriate comments where deemed advisable: 


1. Arizona: allocates both personal and corporate in- 
come so as to tax only that part which “is derived from 
business transacted and properly located within the 
state.” ” 








wise not taxable, by the mere device of requiring a consolidated return sub- 
ject, however, to allocation. See People ex rel Studebaker Co. v. Gilchrist, 
244 N. Y. 114, 155 N. E. 68 (1926); J. G. McCrory v. Commissioner, 280 Mass. 
273, 182 N. E. 481 (1932). 

63 Florida, Illinois, Maine, Michigan, Nebraska, Nevada, New Jersey, Ohio, 
Rhode Island, Texas, Washington, West Virginia, Wyoming. Data from: 
C. C. H., Tax Systems, 1948; Prentice-Hall, 1947 FeperaL ANp STATE Tax 
COMPENDIUM AND DIARY (1946) ; Altman and Keeling, ALLOCATION oF INCOME 
IN STATE TAXATION (1946). 

64 Connecticut, Pennsylvania, and South Dakota. 

85 Delaware and New Hampshire. 

66 73-1524 Ariz. Code Anno. (1939). 
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2. California: allocates corporate income for purposes 
of franchise tax, thereby taking only the “net income de- 
rived from or attributable to sources within this State.” ” 
Expressly provides that “income from tangible or in- 
tangible property located or having a situs in this State” 
is allocable to California. Under California decisions, 
the situs of shares of stock is at the stockholder’s residence 
and not at the corporate situs.” 

3. Colorado: allocates corporate income only, similar- 
ly to Arizona statute, but expressly renders exempt from 
taxation any dividends upon stock.” 

4. Connecticut: allows all deductions permitted by In- 
ternal Revenue Code; provides that interest and divi- 
dend payments are allocated, for tax purposes, to state 
where the corporation’s principal place of business is 
located.” 

5. District of Columbia: allocates corporate income 
only, for franchise tax purposes, so as to tax only that part 
attributable to or derived from sources in District of 
Columbia.” 

6. Georgia: allocates corporate income, taxing only 
income from business done in the state. Dividend in- 
come is subject to allocation; interest on bonds received 
in the state is not.” 

7. Idaho: allocates both corporate and individual in- 
come, taxing only income from sources within the state.” 

8. Indiana: the Gross Income Tax law has no provi- 
sion for allocation of dividend or interest income from 
securities of a corporation doing business out of Indiana. 
But does exclude from taxable income of resident indi- 
viduals and domestic corporations any gross receipts “re- 





67 3 Deerings Gen. Laws (Act. No. 8488, § 10, (1944) ). 

68 See Miller v. McColgan, 17 Cal. (2d) 432, 110 P. (2d) 419 (1941). 
6° Colo. Stats. (Anno. 1947), Ch. 84A, §§ 3, 9(6), 25. 

7 Conn. Gen. Stats. (1947 Supp.), 296(i), 298(i). 

7161 Strat. 357 (1947). 

72 Ga. Public Revenue Code (1937) § 92-3113. 

73 Idaho Code Anno. (1932) § 61-2419, 
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ceived from a trade or business situated and regularly 
carried on at a legal situs outside the State of Indiana, 
or from activities incident thereto.” "* By virtue of this 
provision, it is probable that distributions of partnership 
income earned in Puerto Rico could qualify for exemp- 
tion under Section 6(a) (2) so far as state taxation is con- 
cerned. 

9. Iowa: allocates corporate income, taxing only that 
part “reasonably attributable to the trade or business 
within the state,” and provides that “dividends . . . re- 
ceived in conection with business outside the state, shall 
be allocated outside the state.” ” 

10. Kansas: allocates corporate income, taxing only 
income “derived from property located and business 
transacted within this state.” ” 

11. Kentucky: allocates corporate income, taxing only 
income “derived from business done, property located, 
activities, or sources in this state.” ™ 

12. Maryland: allocates corporate income, taxing only 
income attributable to business in state. Expressly in- 
cludes dividends and interest within allocable income.” 

13. Massachusetts: allocates corporate income to lim- 
ited extent by following Internal Revenue Code deduc- 
tions, but expressly provides that “interest and dividends 
included in net income . . . shall be allocated to this 
commonwealth.” ” 

14. Minnesota: allocates both corporate and personal 
income insofar as it is “derived from carrying on a trade 
or business,” but not as to income received by a domicil- 
iary from intangible personalty. Corporations and part- 
nerships treated upon same basis. 


74 Indiana Code Anno. (Burns) § 64-2601. 

75 Towa Code (1946) § 422.33. 

76 Kansas Gen. Stats. (1935) §79-3203. 

77 Ky. Rev. Stats. (1948) § 141.040. 

78 Md. Code Anno. (1939) § 81-253. 

79 Mass. Laws Anno. (1945) Ch. 63, § 30-37. 
80 Minn. Stats. Anno. (1947) §§ 290.17, 290.19. 
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15. Missouri: allocates corporate income, taxing only 
net income derived from sources in the state.” 

16. Montana: corporate license tax based upon income 
allocated to include only income from sources within the 
state.” 

17. New Mexico: allocates corporate income, taxing 
only “net income derived from business done or property 
located in this state.” * 

18. New York: allocates corporate income according 
to complicated formula, including allocations of invest- 
ment income to reflect relative incidence of investment 
within and without the state.™ 

19. North Dakota: allocates both corporate and per- 
sonal income, expressly allocating to outside the state div- 
idends and interest “received from sources outside the 
state of North Dakota.” ® 

20. Oklahoma: allocates both personal and corporate 
income, taxing only income derived from sources within 
the state. However, dividends and interest are allocated 


according to the “domiciliary situs” of the taxpayer.” 
21. Oregon: exempts from personal income tax all “‘in- 
come from a business conducted and having its situs out- 


9) 87 


side of Oregon. 
22. Pennsylvania: corporations “organized for manu- 
facturing purposes” are exempted from the corporate 
net earnings tax.” 
23. South Dakota: allocates both personal and cor- 
porate income, taxing only “such income as is derived 
from business transacted and property located within the 


81 Mo. Rev. Stats. (1943) § 11343. 

82 Montana Rev. Code (1935) § 2297.1. 

83 N. M. Stats. Anno. (1941) §§ 76-1229, 76-1231. 
84N. Y. Consol. Laws (McKinney) § 210(b). 

85 N. D. Rev. Code (1943) § 57-3812. 

86 Okla. Stats. Anno. (1942) Title 68, §§ 876, 878. 


87 Ore. Compiled Laws Anno. (1940) §110-1603(i). However, Oregon 
Intangibles Income Tax Act of 1931, id, § 110-313 et seq., taxes all dividend 
and interest income from whatever source received. 


88 Penna. Stat. Anno. (Purdon) Title 72, § 2241. 
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state.” However, income from intangibles is taxed at 
the residence of the recipient.” 

24. Tennessee: taxes net earnings of corporations (but 
not of individuals or partnership) allocated according to 
business done within the state. However, all income 
from intangibles is taxed regardless of sources or recip- 
ient.” 

25. Utah: allocates corporate income only, expressly 
providing that rents, interest or dividends derived from 
“business done” outside the state shall not be allocated to 
Utah.” This provision, however, has been emasculated 
by judicial construction.” 

26. Vermont: corporate and personal net income de- 
fined to mean the same thing as net income as defined in 
Internal Revenue Code. Also has a provision in Cor- 
porate Franchise Act allocating corporate income and 
taxing only income from “business done within the 
state.” * 

27. Virginia: allocates corporate income, taxing only 
that “derived from business done, property located, or 
sources in the state.” ** 

28. Wisconsin: allocates both personal and corporate 
income, taxing only “such income as is derived from busi- 
ness transacted and property located within the state.” *” 
However, income from securities follows the residence 
of the recipient for allocation purposes.” 

From the foregoing survey, it may readily be seen that 
complete relief from state taxation of Puerto Rican profit 
distributions may be attained in various states, under 


89S. D. Code (1939) § 57.2707. 

99 Tenn. Code Anno. (Williams) §§ 1316, 1123.1. 

®1 Utah Code Anno. (1943) § 80-13-21. 

92In J. M. & M. S. Browning Co. v. State Tax Commission, 107 Utah 457, 
154 P. (2d) 993 (1945), it was held that the “business done” must be by the 
taxpayer, hence dividends received by a domestic corporation from a foreign 
corporation doing no business in Utah are allocable to Utah, since not derived 
from business done by the taxpayer outside of the state. 

93 Vt. Rev. Stats. (1947) §§ 932, 949, 951. 

4 Tax Code of Virginia (1942) §§ 52-54. 

95 Wisc. Stats. (1947) §71.07(2). 

96 Jd., §71.07(1). 
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varying conditions depending upon the particular statutes 
involved. Where individual residence is properly estab- 
lished in a carefully selected state which allocates part- 
nership income, the partnership form for doing business 
may be very advantageous. Partnership income distri- 
butions out of Puerto Rican earnings would be non-tax- 
able by the states and would normally come within Sec- 
tion 251 of the Internal Revenue Code. Since this means 
the partners are not taxed upon the income outside of 
Puerto Rico, they would also be eligible for a Section 
6(a) (2) exemption in Puerto Rico. A domestic corpora- 
tion organized under the laws of most of the listed states, 
and engaged solely, or predominantly, in the conduct of 
a new Puerto Rican industry, would also escape both 
state and federal taxes upon its earnings; but since Sec- 
tion 6(a) (2) deals only with profit distributions, it could 
not benefit therefrom. Whether its stockholders could be- 
come eligible for a Section 6(a) (2) exemption would de- 
pend on which state they are resident in, and whether they 
could satisfy the 80% and 50% rules of Internal Revenue 
Code Section 251. Moreover, even if the latter rather 
formidable obstacle could be passed, it would be found 
that even in states which purport to tax only income from 
sources within the state, it is likely that income from in- 
tangibles may still be taxed even though derived from 
outside the state. This result follows from operation of 
the rule of mobilia sequuntur personam, which places 
the situs of intangibles at the owner’s residence.” This 
rule, though well established, is occasionally refuted by 
express legislation, as in Connecticut, Georgia, Maryland, 
Iowa, and North Dakota; and is also limited by the ap- 
plication of the doctrine of “business situs,” whereunder 


97 Miller v. McColgan, 17 Cal. (2d) 432, 110 P. (2d) 419 (1941). Cf. 
First National Bank v. Maine, 284 U. S. 312, 52 Sup. Ct. 174, 76 L. ed. 313 
(1932); Beidler v. South Carolina, 282 U. S. 1, 51 Sup. Ct. 54, 75 L. ed. 131 
(1930). Contra: Union Electric Co. v. Coale, 347 Mo. 175, 146 S. W. (2d) 
631 (1940); Petition of Union Electric Co. of Missouri, 161 S. W. (2d) 968 
(1942). See also, In re Kansas City Star Co., 346 Mo. 658, 142 S. W. (2d) 
1029 (1940), 130 A. L. R. 1168, indicating that even when income derived out 
of state is not taxed anywhere, it is still to be allocated out of state. 
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income from intangibles having a genuine business situs 
at a place other than the owner’s residence may be deemed 
taxable at the former place,” and perhaps exclusively 
so.’ It should also be noted that the scope of the alloca- 
tion clauses may vary from state to state, depending upon 
whether the income is allocated by including only income 
from sources in the state, or by excluding from taxable 
income that part derived from sources out of the state. 
Judicial construction of the former type of clause may 


well render it generally less inclusive than the latter.’”° 


TAX FREE LIQUIDATIONS 


Section 7 of the Exemption Law is modeled after Sec- 
tion 112(b) (6) of the Internal Revenue Code, which 
renders tax-exempt certain corporate liquidations. The 
Puerto Rican provisions exempt the parent corporation 
from taxation upon transfers in liquidation of tax-exempt 
subsidiary corporations where certain requirements are 
met: (a) the parent must have owned at least 80% of 
the total combined voting power of all classes of voting 
stock, plus at least 80% of all other classes of stock (ex- 
cept limited non-voting preferred), in the subsidiary at 
all times from the date of adoption of the liquidation plan 
to the date of receipt of the assets; (b) all assets so trans- 
ferred must have been received pursuant to the plan on 
or before the termination of the tax exemption; (c) the 
liquidation must have been made in complete cancellation 
or redemption of all of the capital stock of the subsidiary; 
(d) the subsidiary must have been entitled to a tax ex- 
emption on the date of receipt of the assets transferred. 


98 See Holly Sugar Co. v. Johnson, 18 Cal. (2d) 218, 115 P. (2d) 8 (1941). 

99 See Safe Deposit & Trust Co. v. Virginia, 280 U. S. 83, 50 Sup. Ct. 59, 
74 L. ed. 180 (1929), overruled on other grounds in Curry v. McCanless, 307 
U. S. 357, 59 Sup. Ct. 206, 83 L. ed. 126 (1939); Altman and Keesling, op. 
cit. supra note 63 at pp. 62-63. The indicated result would follow by analogy 
to rule that situs of tangible personality follows domicile of owner only when 
not permanently located elsewhere. See Union Refrig. Transit Co. v. Ken- 
tucky, 199 U. S. 194, 206, 26 Sup. Ct. 36, 50 L. ed. 150 (1905). 

100 See J. M. & M. S. Browning Co. v. State Tax Commission, cited note 
92 supra. 
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The section further contains appropriate provisions for 
rendering tax-exempt the earned surplus (earned while 
tax-exempt) of subsidiaries whose exemption is termi- 
nated prior to the end of tax exemption in general; and 
for according similar pro tanto relief to subsidiaries 
which liquidate subsequent to the general tax exemption 
termination date. 

The problem of chief concern to mainland firms con- 
sidering establishment of subsidiaries in Puerto Rico is 
whether, by means of a transfer in liquidation, the parent 
may bring itself within both the Puerto Rican and the In- 
ternal Revenue Code provisions. The courts have adopt- 
ed a policy of strict construction of Section 112(b) (6).*” 
The benefits of that section apply only to complete liqui- 
dations (i.e. transfers of assets in complete cancellation or 
redemption of all outstanding stock, pursuant to a liqui- 
dation plan) which are conducted in strict conformity 
with the requirements of the statute. Thus, for example, 
it is indispensable that there be a cancellation or redemp- 
tion of stock.*”’ Asa general rule, the question of wheth- 
er or not there is a liquidation is one fact upon which the 
ultimate effect of the liquidation is the controlling factor, 
rather than the intent or motive of the taxpayer.’ 

Normally, there is a serious question of proof of com- 
pliance with Section 112 (b) (6) in the course of a bona 
fide liquidation. The parent should take precautions to 
conduct matters in such a way as to clearly indicate in 
documentary proof its full compliance. A carefully 
worded resolution to dissolve and liquidate, and an equal- 


101 See Texas-Canadian Oil Corp. Ltd. v. Commissioner, 44 B. T. A. 913 
(1941). The rule of strict construction is predicated upon the theory that the 
liquidation provisions are an exception to the general rule of taxation of any 
earnings or profits accumulated subsequent to February 28, 1913. 


102 Thornton vy. Commissioner, 159 F. (2d) 578 (C. C. A. 7th, 1947); Jones 
v. Dawson, 148 F. (2d) 87 (C. C. A. 10th, 1945). 


193 Transportation Service Associates v. Commissioner, 149 F. (2d) 354 
(C. C. A. 3d, 1945); John K. Beretta v. Commissioner, 141 F. (2d) 452 
(C. C. A. 5th, 1944), cert. den. 323 U. S. 720, 65 Sup. Ct. 50, 89 L. ed. 579 
(1944) ; Tate v. Commissioner, 97 F. (2d) 658 (C. C. A. 8th, 1938), cert. den. 
305 U. S. 639, 59 Sup. Ct. 106, 83 L. ed. 412 (1938). 
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ly carefully phrased plan, are quite helpful.** ‘The cor- 
porate activities of the subsidiary should be carefully con- 
ducted with a view to liquidation rather than continua- 
tion of operations.” ‘Thus, the regulations state: 


It is essential that a status of liquidation exist at the time the 
first distribution is made under the plan and that such status 
continue to the date of dissolution of the corporation. A status 
of liquidation exists when the corporation ceases to be a going 
concern and its activities are merely for the purpose of winding 
up its affairs, paying its debts, and distributing any remaining 
balance to its shareholders.’ 

Furthermore, the liquidation should not be prolonged, 
but should be consummated as rapidly as possible;*° 
and the recipient corporation must not only be the 
owner of 80% of the voting, as well as all other class- 
es of stock except limited non-voting preferred, during 
the entire period of liquidation, but it must not at any 
time after the date of adoption of the plan up until the 
time the receipt of the assets be the owner of a greater 
percentage of any class of stock than was owned at the 


108 


date of such receipt. 

It should be noted that the Treasury formerly regarded 
“money” as not constituting “property” within the mean- 
ing of the liquidation provisions.’ The present rule, 
however, is contra, and a liquidation consisting either in 
whole or in part in the transfer of assets in the form of 
money is recognized under Section 112."° 





104 Compare Helvering v. Edison Securities Corp., 78 F. (2d) 85 (C. C. A. 
4th, 1935) with The Service Co. v. Commissioner, 8 Cir., C. C. H. Fed. Tax 
Rep., 48-1 U. S. Tax Court, page 12, 385 (March 5, 1948). 

105 Calvin Zimmerman v. Commissioner, 31 B. T. A. 754 (1934); cf. Chil- 
howee Mills v. Commissioner, 47 B. T. A. 682 (1942). 

106 Treas. Regs. 111, § 29.112 (b) 6-1. 

107 Compare Texas-Empire Pipe Line Co. v. Commissioner, 127 F. (2d) 
220 (C. C. A. 10th, 1942), and Horn & Hardart Baking Co. v. United States, 
34 F. Supp. 89 iw D. Pa. 1940), with Schuman Carriage Co. vy. Commis- 
sioner, 43 B. T. A. 880 (1941). 

108 Treas. or 111, § 29.112(b)6-1. 

109 See Stimson Mills Co. v. Commissioner, 46 B. T. A. 141, aff'd on other 
grounds in 137 F. (2d) 286 (C. C. A. 9th, 1943). 

110 International Investment Co. v. Commissioner, 11 T. C. No. 82 (Oct. 25, 
1948), holding the Stimson Mills case no longer controlling; Tri-Lakes Steam- 
ship Co. v. Commissioner, 146 F. (2d) 970 (C. C. A. 6th, 1945); see G. C. M. 
19435, 1938-C. B. 176. 
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Where the subsidiary is a foreign corporation, a special 
problem arises. Section 112(i) provides that the benefits 
of Section 112(b) (6) will not be extended to a distribu- 
tion in liquidation made by a foreign subsidiary, even if 
otherwise qualified, unless, prior to the liquidation, it has 
been established to the satisfaction of the Commission- 
er that the liquidation is not being effected in pursuance 
of a plan having as one of its principal purposes the 
avoidance of federal income taxes. The regulations state 
that the question of whether the liquidation comes within 
the proscription is one “to be determined from the facts 
and circumstances of each particular case,” and require a 
sworn statement of the facts, plus a copy of the plan of 
liquidation, to be submitted to the Comissioner for a rul- 
ing in each case.’ ‘This requirement must be strictly 
complied with.” 

It is not clear whether the liquidation of a Puerto 
Rican subsidiary would run afoul of the provision. The 
purpose of the provision is manifestly “to prevent the 
use of foreign corporations not for the purpose of really 
reorganizing a business, individual or corporate at all, 
but to avoid taxes otherwise due. . . .”** To this end, 
Section 112(i) was evidently designed to plug a tax 
avoidance loophole whereby domestic corporations could 
transfer their assets to foreign subsidiaries through the 
formalities of a tax-free exchange, and then sell those 
assets outside the United States, thereby escaping all fed- 
eral income tax liability on any part of the transaction.’ 
Merely because the liquidation of a Puerto Rican sub- 
sidiary results in tax savings under Section 112(b) (6) 

111 Treas. Regs. 111, § 29.112(i)-1. 

112 Texas-Canadian Oil Corp., Ltd. v. Commissioner, 44 B. T. A. 913 (1941). 

1133 Mertens, Law or FepERAL INCOME TAXATION (1942), p. 117. The 
purpose of the reorganization provisions in general has been said to be “to 
omit from tax a change in form and to postpone the tax until there is a change 
in substance or a realization in money. (Commissioner v. Estate of Gilmore, 
130 F. (2d) 791 (C. C. A. 3d, 1942).)” Morley Cypress Trust v. Commis- 
sioner, 3 T. C. 84 (1944). 

114 See C. ~ H. Fed. Tax we "48-2, p. 3217; cf. Hay v. Commis- 


sioner, 145 F. (2d) 1001 (C. C. A. 4th, 1944), cert den. 324 U. S. 863, 65 
Sup. Ct. 868, 89 L. ed. 1419 1944). 
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is not a valid reason to conclude that the transfer was 
adopted in order to avoid federal taxes; for such a theory 
would invalidate all attempts to come within Section 
112(b) (6). And since it is within the director’s dis- 
cretion to withhold dividend payments over the period 
of Puerto Rican tax exemption, the ultimate liquidation 
should not be treated differently from any other attempt 
to achieve tax savings by adherence to the express provi- 
sions of the law. The courts have long ruled, in such 
cases, that “the very meaning of a line in the law is that 
you may intentionally go as close to it as you can if you 
do not pass it.” ** 

Hence, it would appear possible for a domestic United 
States corporation to conduct a Puerto Rican manufac- 
turing business through a subsidiary which would be 
exempt from Puerto Rican, federal and state taxes during’ 
the period of tax exemption prescribed by the Exemption 
Law. Distributions of the subsidiary’s earnings would 
normally not be exempt from taxation to the parent stock- 
holder corporation. But, by accumulating those earn- 
ings without distribution during the effective period of 
Puerto Rican tax exemption, and then undergoing a tax- 
free transfer in liquidation, the earnings can be rendered 
substantially tax-free to the parent. It is to be noted that 
the basis of assets received in such a liquidation is the 
same as it was in the hands of the transferor, that is, orig- 
inal cost or other basis as adjusted to the date of transfer.’ 
This may be quite favorable to the parent, for it excludes 
permanently from determination of income the gain re- 
alized in fact by the parent but not recognized to it be- 
cause of compliance with Section 112(b). Taxation of 
this gain is not merely postponed, as would be the case 
if the basis of the stock surrendered in return for the as- 
sets were to be substituted as the basis of those assets. 





115 Superior Oil Co. v. Mississippi, 280 U. S. 390, 395, 50 Sup. Ct. 169, 74 
L. ed. 504 (1929), per Holmes, J. 

116 See I. R. C., §113(a) 15; Treas. Regs. 111, §§ 29.113(a) 15-1, 29.113(b) 
(2)-1. 
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CONCLUSION 


The Industrial Tax Exemption Act of Puerto Rico is 
the most extensive legislation of its type ever enacted. It 
far supersedes any comparable statutes found in the states, 
both in the range of industrial units rendered eligible for 
exemption, and in the degree of exemption conferred. 
By careful adherence to specific provisions, nearly com- 
plete tax freedom can be achieved by individual and cor- 
porate manufacturers. When the tremendous savings thus 
realized are considered in connection with the prevailing 
relatively low wage scale, and equally low costs in other 
respects, it is not difficult to foresee a great influx of indus- 
trial investment. The Act is not perfect—very little leg- 
islation is—and contains some doubtful features which 
call for remedial amendments. Despite these rather 
minor drawbacks, however, the Act may well prove to 
be the dynamic stimulus to economic well-being long 
sought by those interested in the future of the island and 


its people. 
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EDITORIAL NOTES 


THE PATENTABILITY OF PRINTED MATTER: CRITIQUE AND PROvOSAL 
I. Introduction 


An examination of all the printed matter cases reveals that they 
fall into two distinct groups in so far as they provide a rule defining 
patentable subject matter. The cases in the earlier group held that 
abstract ideas such as business methods and systems of knowledge 
were nonpatentable subject matter.t The second group of cases set 
down and applied the printed-matter doctrine, which extended the 
earlier rule and held that not only abstract ideas, but also their printed 
representations were nonpatentable subject matter. 

The printed-matter doctrine was first stated in Re Russell: ? 


The mere arrangement of printed matter on a sheet or sheets 
of paper, in book form or otherwise, does not constitute any new 
and useful art, machine, manufacture, or composition of matter 

. . as provided in section 4886 of the Revised Statutes, 35 
USCA, § 31. 


In Boggs v. Robertson * the court said: 


. in all cases where the printed matter, irrespective of the 
material upon which it is printed, is the sole feature of alleged 
novelty it does not come within the purview of the statute, as it 
is merely an abstract idea. 


These statements of the printed-matter doctrine are generally fol- 
lowed today. 

The earlier cases * have been cited to provide the supporting of stare 
decisis for the doctrine. However, a careful reading of those cases 


1Flint v. Leonard & Co., 27 F. (2d) 215 (C. C. A. 7th, 1928) (freight-rate 
index); Murphey v. Am. Ry. Express Co., 24 F. (2d) 318 (C. C. A. 3d, 
1928) (waybill form); Guthrie v. Curlett 10 F. (2d) 725 (C. C. A. 2d, 1926) 
(tariff index); Hotel Security Checking Co. v. Lorraine Co., 160 Fed. 467 
(C. C. A. 2d, 1908) (bookkeeping form); In re Moeser, 27 App. D. C. 307 
(1906) (legal contract) ; Moore v. United States, 50 Ct. Cl. os 1915) ey 
deposit certificate); Berardini v. Tocci, 190 Fed. 329 (C. > 2 : A 
1911) (banking code system); U. S. Credit System Co. v. “2 Credit In- 
demnity Co., 53 Fed. 818 (C. C. S. D. N. Y. 1893) (bookkeeping form); Ex 
parte Lee, 1880 C. D. 174 (Com. of Pat. 1880) (ticket); Ex parte Sheldon, 
1878 C. D. 44 (Comm. of Pat. 1878) (ticket); Ex parte Bierce, 1877 C. D. 
46 (Comm. of Pat. 1877) (ticket); Ex parte Berolzheimer, 1870 C. D. 33 
(Comm. of Pat. 1870) (bank check); Ex parte Abraham, 1869 C. D. 59 
(Comm. of Pat. 1869) (business record form). Each of these cases held 
that the printed arrangement itself lacked invention. 

248 F. (2d) 668 (C. C. P. A. 1931). 

S. P. Q. 214, 215 (App. D. C. 1931). 

4Note 1 supra. Other cases which have sometimes been cited did not pass 
on any question of patentable subject matter. They held only that the 
printed arrangement lacked invention. Hocke v. N. Y. Cent. & H. R. R. Co., 
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reveals that the courts were not considering the patentability of printed 
matter as such, but instead merely the patentability of the abstract 
ideas embodied in the printed matter. The distinction is important, 
because there is a significant portion of printed matter which is not 
related to abstract ideas. 

The historical development of the printed-matter doctrine is espe- 
cially significant, because there is only one decision, Boggs v. Rob- 
ertson,° which analyzes in detail the questions involved. The subse- 
quent decisions have all taken the view that the doctrine is a well- 
founded and well-supported rule of law. The weight of such deci- 
sions set forth as a long list of citations is indeed superficially im- 
pressive. However, study of each of these cases reveals a consider- 
able confusion as to both the origins and rationale of the doctrine. 
The confusion is evidenced by recent cases in which the nonpatent- 
ability of printed matter is treated as the primary or basic rule, and 
the nonpatentability of business methods® or systems of knowledge’ as 
secondary and following from the printed-matter doctrine. Thus 
there has been a complete reversal of emphasis, and the courts have 
lost sight of the fundamental objection to printed matter. 

The origin of the printed-matter doctrine is found in the long- 
standing rule that abstractions, mental theories or business methods 
are not patentable subject matter. The early cases ® which consid- 
ered printed matter involved various kinds of printed business forms. 
The courts, in those cases, found no invention in the arrangement of 
the printed matter, and ruled that the only contribution to the art 
was a new use for an old business form, namely a new system of do- 
ing business. The courts held that such systems were nonpatentable 
and further decided that the merit or ingenuity in the system could not 
be used to support a finding of invention in the printed article. This 
rule is sound, and if the courts had continued to apply it the present 
confusion would not have resulted. 





122 Fed. 467 (C. C. A. 2d, 1903) (freight geoniaee) 5 Berry v. Wynkoop, 

84 Fed. 646 (C. C. A. 2d, 1898) (bank check); U. S. Credit System Co. v. 

Am. Credit Indemnity Co., 59 Fed. 139 (C. C. a 2d, 1893) (bookkeeping 

form); Ex parte Gerson, 1877 C. D. 19 (Comm. of Pat. 1877) (calendar). 

5 Supra note 3. 

_oIn re Sterling, 70 F. (2d) 910, 912 (C. C. P. A. 1934). The court said, 
. if arrangement of printed matter may not constitute patentable novelty, 

it would seem obvious that the substance or language of that which is printed 

may not do so.” 

7 Kieferle v. Kingsland, 79 F. Supp. 700 (D. C. 1948), aff'd. per curiam— 
App. D. C. —, 178 F. (2d) 728 (1949). The claims in issue related to a sys- 
tem of using colors to denote the intensity of musical sound which was to be 
applied in motion pictures as well as in printed music. Although the claims 
were clearly nonpatentable as a system of notation, Guthrie v. Curlett, cited 
note 1 supra, the court based its decision on the printed-matter doctrine. 

8 Note 1 supra. 

® Ibid. 
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The rationale of the printed-matter doctrine has two aspects. The 
first is based on the relationship of printed matter and abstract ideas. 
Printed matter, it is argued, is merely the reduction to writing of an 
abstract idea, and therefore it is essentially the same as the abstract 
idea.*” However, the argument arises from a misunderstanding of the 
term “abstract ideas,’ and is inconsistent with many of the forms of 
printed matter. Some of the statements of the courts suggest that 
although the doctrine is a rule defining patentable subject matter, 
they had in mind a rule defining a standard of invention." 

The second aspect of the rationale of the doctrine stems from the 
requirement that patentable invention be embodied in corporeal 
form.’ Printed matter is considered as something other than physi- 
cal structure under the printed-matter doctrine. Exactly what printed 
matter is, if not physical structure, has never been clearly explained 
by the courts. 

Also of interest in tracing the historical development of the printed- 
matter doctrine is the so-called exception to the doctrine. The excep- 
tion has its origins in the interpretations which the courts have given 
to the well-known case of Cincinnati Traction Co. v. Pope.’* In that 
case a printed streetcar transfer ticket was held patentable. The 
ticket was formed of a conventional body and stub, with printed in- 
structions for its use as a ticket.* The question the court was con- 


cerned with was whether the printed matter merely described a 
method of doing business, or whether the ticket with the specific 
printed matter considered in its entirety formed a new tangible facil- 
ity or means for doing business. The court found that there was 
nothing novel in the business method or in the construction of a 
ticket having a stub. The court was impressed, however, by the fact 


10 Boggs v. Robertson, supra note 3. 


11Jd. at p. 214. “It seems to be settled patent law that invention cannot 
rest alone in novel printing arrangement. . . .” In re Reeves, 62 F. (2d) 
199, 200 (C. C. P. A. 1932); In re Rice, 132 F. (2d) 140, 141 (C. C. PLA. 
1942). 

12 Hayes, Invention (1935) 17 J. Pat. Orr. Soc. 357, 358. 


13210 Fed. 443 (C. C. A. 6th, 1913); Benjamin Menu Card Co. v. Rand, 
McNally Co., 210 Fed. 285 (C. C. N. D. Ill. 1894). Generally cited in this 
group are Rand, McNally & Co. v. Exchange Scrip-Book Co. 187 Fed. 
984 (C. C. A. 7th, 1911); Mitchell v. International Tailoring Co. 170 Fed. 
91 (C. C. S. D. N. Y. 1909). However, they are inconsistent with the rule 
then current as the dissent in the Scrip-Book case points out at p. 991. The 
only novelty in the printed devices stemmed from the new methods of doing 
business. 

14 The claim considered by the court, id. at p. 446, reads: “8. A transfer 
ticket comprising a body portion and a coupon and further provided with 
conventional indications to constitute a complete transfer ticket for one part 
of the day when said body portion is used separately and a complete transfer 
ticket for another part of the day when said body portion and coupon are 
used together.” 
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that the ticket was an improvement over the prior art, because of the 
specific printed matter on the ticket. 

If the decision in Cincinnati Traction Co. v. Pope ** can be con- 
sidered as setting down any test for the patentability of printed mat- 
ter, it is: Where the printed matter and paper on which it is printed 
form a new tangible facility for use in a business method, and where 
the novelty in the device is not merely a printed description of a new 
business method, the printed facility is patentable subject matter, al- 
though the sole novelty is in the printed matter itself. From this 
affirmative test the courts have reasoned obversely and applied a 
negative test. One court held that there must be some “dependence 

. between the printed matter and the object on which” ** the printed 
matter is arranged, or the subject matter is not patentable. Another 
court interpreted such “dependence” to mean novel cooperation be- 
tween the printed matter and object.*7 Other decisions interpreted 
the streetcar transfer case as requiring novel mechanical structure’® 
If the decision in Cincinnati Traction Co. v. Pope is read in its 
complete context, it is seen that the court was concerned with none 
of those questions. 

The approach of the various tribunals which approved the printed- 
matter doctrine was essentially intuitive rather than analytical. Ap- 
parently, it was felt that the printed devices in issue before them were 
not deserving of a patent and the printed matter was considered to 
be the objectionable feature. Although printed matter undeniably 
lies in the twilight zone of patentable subject matter, the line of pat- 
entability set down in the statements of the courts would exclude from 
patentability matter which is not objectionable. 


II. Printed Matter and Abstract Ideas 


The basic objection to the patentability of printed matter is its 
relationship to abstractions or abstract ideas. The term “abstract 
ideas” has been used to describe those ideas which are not embodied 
in corporeal form.”° It covers such unpatentable subjects or arts as 
laws of science,” systems of notation,?* business methods ** and 


15 [bid. 

16 Boggs v. Robertson, supra note 3, at p. 215. 

17In re Kothny, 96 F. (2d) 289 (C. C. P. A. 1938). 

18 In re McKee, 64 F. (2d) 379 (C. C. P. A. 1933); In re Reeves, 62 F. 
(2d) 199 (C. C. P. A. 1932); In re Russell, supra note 2. In re Clark, 58 
F. (28) 465 (C. C. P. A. 1982). 

19 Supra note 12. 

20 Walker, WALKER ON PaTeENTs—Deller’s Edition (1937) § 21. 

21 O’Reilly v. Morse, 15 How. 62, 14 L. ed. 601 (U. S. 1853). 

22 Guthrie v. Curlett, Berardini v. Tocci, (comparison made to the nonpat- 
entability of artistic and athletic arts) both supra note 1. 

23 Seagram & Sons v. Marzall—App. D. C—, 84 U. S. P. Q. 180 (1950) ; 
In re Patton, 127 F. (2d) 324 (C. c >. A. 1942) ; Hotel Security Checking 
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methods involving the emotional ** and intellectual *° faculties.2* In 
holding such fields of endeavor nonpatentable, the courts have not 
clearly explained their reasons.” 

There is undoubtedly an unexpressed public policy against the re- 
straint by monopoloy of such fields of human endeavor and know!l- 
edge.** Affirmatively, it might be said that the phrase “useful arts” *° 
was intended to cover only the technical and industrial arts.*° What- 


ever the reasons, there is no doubt that abstract ideas are nonpatent- 
able. 


The relationship of abstractions and printed matter stems primarily 
from the fact that the latter is the means used to present information 
about the abstractions. It is only this aspect of printed matter against 
which the objections to the patentability of printed matter should 
properly have been raised. 

The cases in which the printed-matter doctrine has been applied 
group themselves into several main categories: business forms, sys- 
tems of notation, labelling and technical instruments. Each of these 
categories will be examined to show the relationship of printed matter 
to abstract ideas, and to indicate that the rule of the early cases was 
generally applicable to the particular fact situations, so that its exten- 
sion to the printed-matter doctrine was unnecessary. 

The printed-matter doctrine cases in which printed business forms 
were held unpatentable present a uniform pattern. A new method of 


Co. v. Lorraine Co., cited note 1 supra. Dahn, Methods of Doing Business 
(1921) 4 J. Par. Orr. Soc. 85; MacNab, Patentability of Printed Matter and 
Methods of Doing Business (1921) 4. J. Pat. Orr. Soc. 480; Note (1948) 97 
U. or Pa. L. Rev. 94. 

24 Greenewalt v. Stanley Co. of America, 54 F. (2d) 195 (C. C. A. 3d, 1931). 

25In re Bolongaro, 62 F. (2d) 1059 (C. C. P. A. 1933); In re Holmes, 
37 F. (2d) 440 (C. C. P. A. 1930); Weems v. Coe, U. S. Pat. File No. 
2,143,042 (D. C. 1938). 

26 Berman, Method Claims (1935) 17 J. Pat. Orr. Soc. 713, 717. 

27 Tew, Method of Doing Business (1934) 16 J. Pat. Orr. Soc. 607. 

28 Seagram & Sons, Inc. v. Marzall, cited note 23, supra. The copyright 
statutes have also been interpreted as not providing any protection for the 
abstract ideas which are embodied in printed form as for example in a book. 
As a result, there is no statutory provision for protecting a large field of 
intellectual endeavor. Compare Guthrie v. Curlett, cited note 1 supra with 
Guthrie v. Curlett, 36 F. (2d) 694 (C. C. A. 2d, 1929) (holding that no pro- 
tection was given to the indexing system by the copyright of the freight-rate 
index). See Vol. II Nims, LAw or UNFAIR COMPETITION AND TRADE MARKS 
(4th ed. 1947) p. 887; Klivitzky, Protection of Unpatentable Ideas (1935) 17 
J. Pat. Orr. Soc. 854; Note (1934) 47 Harv. L. Rev. 1419. 

28 Unitep States Constitution, Art. I, Sec. 8; Rev. Strat. (1875) § 4886 
as amended by 46 Stat. 376 (1930), 35 U. S. C. §31 (1946). 

30 The origin of the United States patent laws is in the British Statute of 
Monopolies, 21 Jac. 1, ch. 3, which limited grants of monopolies to a “man- 
ner of new manufacture.” Justice Burton in United States v. Line Material, 
333 U. S. 287, 329, 68 Ct. 550, 92 L. ed. 701 (1948). It was probably intended 
by the framers of the Constitution and early patent statutes that the “useful 
arts” be limited to those which relate to manufacturing. Lutz, Patents and 
Science (1949) 18 Geo. Wasu. L. Rev. 50; Austin, The Patentable Invention 
(1936) 18 J. Pat. Orr. Soc. 738, 748. 





480 THE GEORGE WASHINGTON LAW REVIEW 


doing business was devised, and it was embodied in a printed form. 
The printed form was a variation of one of the conventional forms, 
with modifications in accordance with its use in the new method.* 
The printed matter was language which presented a set of instruc- 
tions or other information relating to the business scheme.*? Obvi- 
ously, there was nothing inventive in the arrangement of the language, 
so that the entire novelty in the device was the meaning of the lan- 
guage. Thus, there was merely an attempt to patent a description of 
a business scheme embodied in a conventional business form. None 
of these cases required that the rule of the earlier cases ** be extended 
to the printed-matter doctrine. 

The system-of-notation cases which invoked the printed-matter doc- 
trine similarly did not require that the old rule ** be extended to cover 
any new situation. The subject matter in each case was a new method 
of arranging or indexing information.** For the most part, it con- 
sisted of a new system in which specific meanings were assigned to 
arbitrary symbols which were suitably presented in printed form. 
There was nothing inventive in the printed arrangement itself, since 
it was merely an aggregation of desirable information. The claims 
were generally drawn to the printed article in terms of the system of 
notation by which it is produced.** Since the system was nonpatent- 
able there was, of course, nothing patentable in the article itself. 





31 Latz v. Reliance, 98 F. (2d) 679 (C. C. A. 2d, 1938) (blank space for 

addressee’s name on advertising brochure) ; Conover v. Coe, 69 App. 
144, 99 F. (2d) 377 (1938) (streetcar transfer ticket) ; In re Graf, 87 F. 
(2d) 218 (C. C. P. A. 1937) (record form); In re Scott, 76 F. (2d) 136 
(C. C. P. A. 1935) (bank deposit bond); In re Sterling, cited note 6 supra 
(bank check); In re Reeves, cited note 18 supra (record form); In re 
Clark, cited note 18 supra (duplicate order blank); In re Dixon, 44 F. 
(2d) 881 (C. C. P. A. 1930) (legal contract). 

32 Where the printed matter was in the form of lines it was merely a modifi- 
cation of a bookkeeping form, In re Graf, ibid., or showed where a ticket was 
to be torn, Conover v. Coe, ibid. 

33 Hotel Security Checking Co. v. Lorraine Co., U. S. Credit System Co. v. 
Am. Credit Indemnity Co., both cited note 1 supra. 

34 Guthrie v. Curlett, Berardini v. Tocci, both cited note 1 supra. 

35 Kieferle v. Kingsland, cited note 7 supra; In re Rice, cited note 11 supra; 
Weir v. Coe, 33 F. Supp. 142 (D. C. 1940), aff'd. 74 App. D. C. 397, 122 F. 
(2d) 959 (1941); In re Malcolm, 56 F. (2d) 876 (C. C. P. A. 1932) (each 
of these cases related to a system of musical notation); In re Russell, supra 
note 2 (phonetical listing of names in a directory); See, In re Keller, 83 
F. (2d) 910 (C. C. P. A. 1936) (pictures on awe’ keys); Butterick 
Publishing Co. v. Conde Nast Publications, 53 F. (2d) 122 (S. D. N. Y. 
1931) (pictures forming an instruction chart). Contra, Application of Sheffield, 
53 App. D. C. 109, 288 Fed. 463 (1923) (system for showing sentence syntax). 
This last case has been effectively overruled many times, but it is still cited. 

36TIn Weir v. Coe and In re Rice, both ibid., the claims were in method form 
and drawn to the conventional steps of producing a printed chart, the indicia 
of which were to be formed in accordance with the new system of notation. 
Originally, the drawing of claims to the printed article may have been an at- 
tempt to avoid the rule against the patenting of business methods and systems 
of knowledge. The claims in these cases apparently were drawn in method 
form to avoid the printed-matter doctrine. 
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Most of the cases which related to the use of printed matter for 
labelling and indentification did not consider the printed-matter doc- 
trine, and passed only on the question of the (lack of) invention in 
the particular use of printed matter.*7 The cases that applied the 
doctrine ** presented the same type of fact situation as the others, 
and the decisions could have rested solely on the lack of invention in 
the printed article. In the cases which applied the doctrine, the 
printed matter under consideration was placed on some object and 
used to describe the characteristics of the object. The only feature 
of these cases which may be considered as related to abstract ideas is 
the specific information presented by the printed matter in the form 
of language, symbols or colors. 

The validity of the printed-matter doctrine was generally not ques- 
tioned in the cases in the above categories. For the most part, the 
issues were confined to determining whether the particular printed 
device came under the exception to the doctrine.*® In view of the 
limited nature of the questions considered, the cases are of little value 
in determining the scope of the doctrine. 

The cases in the field of technical instruments present very differ- 
ent problems, since the printed matter provides a tool for measuring 
or calculating. In this category, there are four cases in which the 
courts have held printed matter to be nonpatentable under the doc- 
trine: Boggs v. Robertson,* involving a map projection; Jn re Lock- 
ert,** a printed chart for a weighing mechanism; Jn re Kothny,* a 
tangent scale for measuring; and Weems v. Coe,** a navigation chart. 

The only abstractions in these cases were the geometrical relation- 
ships of the printed lines and curves, and the use of mathematics to 
devise the instruments. Such a relationship to mathematics is not in 
itself sufficient to raise the question of nonpatentability, since there 
is nothing objectionable in a group of structural elements being re- 


37 In re Hanson, 152 F. (2d) 1017 (C. C. P. A. 1946) (indicia to mark as- 
sembly points); In re Bruce, 56 F. (2d) 673 (C. C. P. A. 1932) (label de- 
scribing bundle of wood); In re Fischer, 47 F. (2d) 794 (C. C. P. A. 1931) 
(markings to outline assembly) ; In re Meinecke, 44 F. (2d) 674 (C. C. P. A. 
1930) (indicia to mark assembly points) ; Excella Pattern Co. v. McCall Co., 
5 F. (2d) 61 (C. C. A. 2d, 1925) (indicia to identify similar objects). 

38In re Haller, 161 F. (2d) 280 (C. C. P. A. 1947) (label on container 
describing new use for old compound); In re Johns, 70 F. (2d) 913 (C. C. 
P. A. 1934); In re McKee, cited note 18 supra (the latter two cases in- 
volved the labelling of each cut of meat with a trade mark or a symbol de- 
noting the kind of meat). 

39 The interpretation given to the streetcar transfer case, Cincinnati Trac- 
tion Co. v. Pope, supra note 13. 

49 Supra note 3. 

4165 F. (2d) 159 (C. C. P. A. 1933). 

42 Cited note 17 supra. 

43 Cited note 25 supra. 
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lated by mathematics, and no technological advance can be made today 
without the use of mathematics. 

The cases are of little help in determining where nonpatentability 
exists in the field of technical instruments. Jn re Lockert,** for ex- 
ample, did not in any way relate to mathematics or any other abstract 
idea. The alleged invention in the printed chart was in the design 
of the graduation markings to permit easier reading of the pointer 
against the scale. Staggered blocks were used instead of staggered 
lines as in the prior art. The validity of the printed-matter doctrine 
was not questioned in the case. The only issue was whether the chart 
came under the exception to the doctrine. The specific chart and con- 
ventional weighing mechanism were held to be aggregative, and the 
chart considered alone was held to be nonpatentable. 

There was no opinion written in Weems v. Coe,*® and it would 
seem that no rational basis could have been advanced to support the 
decision since it is inconsistent on its face. It upheld the Patent Office 
Board of Appeals decision that the system of navigation and the 
printed chart were nonpatentable, but at the same time, it reversed 
the board and found patentable the combination of the chart and a 
conventional sextant, apparently because the mechanical structure in 
the sextant might bring it within the exception to the doctrine. It 
also allowed claims drawn to the method of printing the specific chart 
which consisted of the conventional steps of printing. The decision 
seems of no value in determining the significance of the doctrine, but 
it does show the extreme confusion that has resulted. 

The narrow question the court was concerned with in Re Kothny,*® 
was whether the new tangent scale cooperated with the transparent 
sheet on which it was printed and therefore came under the excep- 
tion to the doctrine. It held that the cooperation was not novel, and 
the printed matter which was the sole novelty was not patentable sub- 
ject matter. Since the issue of novel cooperation was so narrow, the 
case has no value in determining why the printed matter itself was 
not patentable. While the case has always been considered an impor- 
tant one, it loses much of its significance when the alleged invention 
is more closely examined. 

The appellant argued that his contribution was the formation of a 
new scale which eliminated the mathematical tables necessarily used 
with a conventional scale. Essentially then, the contribution was 
nothing more than the idea of placing the values in the tables next 
to the corresponding graduations of a conventional scale. The actual 


44 Supra note 41. 
45 Supra note 25. 
46 Supra note 17. 
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arrangement of the lines of the scale according to the trigonometric 
formula required only mechanical skill. 

Boggs v. Robertson * is the basic case and essentially the only one 
which provides some guidance as to the nonpatentability of printed 
technical instruments. The court objected to the map projection as 
an abstraction or abstract idea, but did not point out what the abstrac- 
tion was.*® However, the record of the case tends to show that the 
Patent Office construed the science of map projections as merely a 
branch of geometry. Essentially, the position taken was that the 
alleged invention was just a new system of geometry or mathematics, 
and as such it was nonpatentable. 

In that connection the claims were drawn to a mathematical ar- 
rangement of lines without reference to any base member.*® Such an 
arrangement is a mathematical concept or abstract idea. However, 
when a set of lines is applied to a base member to produce a new 
instrument, the question then arises whether the application of the 
mathematics to the particular problem involved invention. 

Boggs v. Robertson can be considered as holding that the map 
projection is simply a system of mathematics which is nonpatentable, 
and that placing the system of lines on a base member is not invent- 
ive. That holding is consistent with the rule followed in the earlier 
group of cases. 

The implication of the opinion in Boggs v. Robertson, however, is 
that all printed matter merely involves abstract ideas and is accord- 
ingly nonpatentable. As was seen in the weighing scale case, In re 
Lockert,*° the alleged inventive idea was a new form of printed gradu- 
ation markings which had no relation to mathematics or any other 
abstraction. It is not at all apparent how the rule of Boggs v. Rob- 
ertson can be applied to the situation in Re Lockert. 

The measuring instrument of Jn re Kothny™ and the navigation 
instrument of Weems v. Coe,5? both involved mathematics, but in 
these cases it was the application of known principles of mathematics 
to particular problems of measuring and navigation. The alleged 
inventions were technical instruments which are corporeal objects 
and not abstractions. Valid tests exist to determine whether a printed 
device embodies essentially only an abstract idea. The courts in these 
cases, however, did not indicate that they were applying such tests. 


47 Supra note 3. 
48 Jd. at pp. 214-215. 

49 On reconsideration the claims were drawn to the map projection placed 
on a base member. The court did not modify its decision. 

50 Supra note 41. 

51 Supra note 17. 

52 Supra note 25. 
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While printed matter is closely related to abstractions, Jn re Lock- 
ert ** shows one situation where abstract ideas were not involved in 
the printed matter. Since the tenet of the nonpatentability of abstract 
ideas is not applicable to this type of situation, other objections to 
printed matter must be considered. 


III. Printed Matter as Physical Structure 


The only other objection raised against printed matter is that 
it is not physical structure and therefore does not meet the require- 
ment that an invention be reduced to a corporeal embodiment.** Only 
one decision, Boggs v. Robertson,®® presents any arguments to the 
effect that printed matter cannot be considered as physical structure. 
There the issue was whether the printed lines of a map projection 
defined a physical device or merely an abstract idea. Since the map 
projection represented a mathematical system, the lines which formed 
it might be considered as lacking physical attributes. It is necessary 
to examine the arguments of the court to see if they are applicable to 
the situation in which abstractions are not involved, and the printed 
matter is used to form an instrument. 

Printed matter can, of course, produce physical results as in an 
optical instrument such as an actinometer or a grating where lines 
diffract or otherwise produce an optical effect on light. Another 
device in which printed matter produces physical results is where 
printed marks actuate a photo-electric cell. Similarly, if an arrange- 
ment of lines is used for sighting as in a telescope reticule, it is also 
physical structure. There has been no suggestion in any decision or 
legal commentary that the arrangement of printed matter in such 
situations is nonpatentable even if it constitutes a mathematical 
arrangement. 

However, when the lines are placed on a sheet to form a scale for 
gauging purposes, the court in Re Kothny ** apparently considers them 
to be other than physical and therefore nonpatentable. The incon- 
sistency of this approach is apparent. The lines of a scale are just 
as much a physical form of gauging element as any three-dimensional 
object. Although, printed matter is only two-dimensional, the very 
fact that we sense it visually should affirm its physical character and 
not deny it.°7 Without ‘straying into the morass of metaphysics, it 


53 Supra note 41. 
54 Note 12 supra. 
55 Supra note 3. 
58 Supra note 17. 
57 Ex parte Cooper, U. S. Pat. File No. 1,788,421 (Pat. Off. Bd. App. 1930). 
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may be pointed out in passing that any object which is sensed is 
physical and should be so regarded. 

There is no suggestion anywhere in the patent statutes that a physi- 
cal device must be limited to a certain type of structure.°* While the 
printed matter on a sheet, whether of paper, iron, or any other com- 
position, may not have all of the characteristics of mechanical struc- 
ture, it is nevertheless physical and may therefore provide a medium 
for patentable invention. 

The one aspect of printed matter which is structureless is the ab- 
straction associated with it. Where the printed matter is in the form 
of language, there can be no p/tysical structure to the meaning pre- 
sented. However, an arrangement of lines used as gauging elements 
is plainly physical structure whether the arrangement incorporates 
mathematics or not. 

In this connection it is of interest to compare the approach taken 
by the British tribunals towards the patentability of printed matter 
as a “manner of new manufacture.” °® Where the printed matter is 
in the form of language on a business form, the British decisions hold 
the printed device is not a manufacture, because there is nothing “ma- 
terial” or “substantial” about the description of a business method 
which is imparted by the language.°° The business method is non- 
patentable since it is not a “manner of new manufacture,” and the 


business form is considered to present substantially nothing more than 
the business method. However, if the meaning of the language is 
of no significance, and the novelty lies in the useful manner of arrang- 
ing the printed matter on a sheet, it is a manufacture.* 

Cincinnati Traction Co. v. Pope * held that a printed sheet meets 


58 Park-In Theatres v. Rogers, 130 F. (2d) 745, 747 (C. C. A. 9th, 1942). 
59 Note 30 supra. 


60 Cooper’s Application, 19 Rep. Pat. Cas. 53 (1901) set down as the accepted 
test for the patentability of printed matter that the result must be a “material 
product of some substantial character.” Holding business forms nonpatentable 
under that test are Ward’s Application, 29 Rep. Pat. Cas. 79 (1911) ; Johnson’s 
Application, 19 Rep. Pat. Cas. 56 (1901). See Vol. I Fox, CANADIAN PATENT 
Law AND Practice (3d ed. 1948) pp. 65-68, citing C. M.’s Application, 61 Rep. 
Pat. Cas. 63 (1944) (holding sequence of pictures on film not a manufacture, 
because there was no mechanical effect of the pictures on the film or in the 
manner of using it). 


61 Fishburn’s Application, 57 Rep. Pat. Cas. 245 (1940) (arrangement of 
printed matter on a ticket so that when torn in various ways all of the essential 
information would be on each portion); Cooper’s Application, 19 Rep. Pat. 
Cas. 53 (1901) (arrangement of newsprint on a newspaper so that the folding 
of the paper would be along blank spaces). These decisions were concerned 
with preliminary questions of patentable subject matter and not with questions 
of invention. 


82 Supra note 12, at p. 446. 
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the customary definition of an “article of manufacture” accepted by 
the American courts: 


The term “manufacture” as used in the patent law, has a very 
comprehensive sense embracing whatever is made by the art or 
industry of man, not being a machine, a composition of matter or 
a design. Curt. Pat, 27; 1 Rob. Pat. 183.% 


This definition “has stood unchallenged by judicial decision and has 
the support of the standard authors.” ** The court in Boggs v. Rob- 
ertson * applied another definition to hold a printed sheet not a manu- 
facture: 


“Manufacture,” as well defined by the Century Dictionary, is 
the “production of articles for use from raw or prepared materials 
by giving to these materials new forms, qualities, properties, or 
combinations, whether by hand labor or by machinery.” Also, 
“everything made for use from raw or prepared materials.” 


This alternative definition was first relied upon in a patent case by 
the Supreme Court in American Fruit Growers, Inc. v. Brogdex Co.” 
in holding that an orange impregnated with borax was not a manu- 
facture since the characteristics of the orange were not changed. The 
change that the Court felt was lacking was essentially a chemical 
change of the orange. This application of the definition is consistent 
with a line of cases in which the courts have shown an understandable 
reluctance to permit the acquisition of a monopoly of a natural article, 
especially an article of food.® 

The court in Boggs v. Robertson applied the more limited defini- 
tion in the same manner and argued that if the lines of the map pro- 
jection were “sculptured” upon “a natural marble slab,” the slab 
would not be converted into a new object.®® While it is true that there 


68 First applied in Johnson v. Johnston, 60 Fed. 618 (C. C. W. D. Pa. 1894) 
holding patentable a printed business form. 

64 Riter-Conley Mfg. Co. v. Aiken, 203 Fed. 699, 703 (C. C. A. 3d, 1913), 
cert. den. 229 U. S. 617, 33 Sup. Ct. 776, 57 L. ed. 1353 (1913). Approved in 
Park-In Theatres v. Rogers, cited note 58 supra; Binney & Smith Co. v. 
United Carbon Co., 125 F. (2d) 255 (C. C. A. 4th, 1942), rev’d on other 
grounds, 317 U. S. 228, 63 Sup. Ct. 165, 87 L. ed. 232 (1942). 

65 Supra note 3. 

66 Jd. at p. 215. 

67 283 U. S. 1, 11, 51 Sup. Ct. 328, 75 L. ed. 801 (1931). Two tariff cases 
were cited by the Court in support of this definition: Anheuser-Busch Brewing 
Assn. v. United States, 207 U. S. 556, 28 Sup. Ct. 204, 52 L. ed. 336 (1908) ; 
Hartranft v. Wiegmann, 121 U. S. 609, 7 Sup. Ct. 1240, 30 L. ed. 1012 (1887). 

68 In re Ewald, 129 F. (2d) 340 (C. C. P. A. 1942); In re McLaughlin, 36 
F. (2d) 438 (C. C. P. A. 1929); Maryland Hominy & Coralline Co. v. Dorr, 
46 Fed. 773 (C. C. Md. 1891) (various processed foods not a manufacture) ; 
Ex parte Mork, 21 U. S. P. Q. 50 (Pat. Off. Bd. App. 1933) (colored coal 
not a manufacture). Cf. Steinfur Patents Corp. v. William Beyer, 62 F. (2d) 
238 (C. C. A. 2d, 1932) (a bleached fur skin a manufacture). 

69 Supra note 3 at p. 215. 
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would be no chemical change in the marble, nevertheless a new object 
would have been produced since a navigator could then use a pair 
of dividers on the slab and plot a course. Not only printed matter, 
but many mechanical devices would not meet the definition as the 
court applied it. It should be noted that the last part of the defini- 
tion used by the Supreme Court in the American Fruit Growers case 
is essentially the same as that which is generally applied, and a printed 
sheet meets that definition. 

In considering printed matter as physical structure, another ques- 
tion arises that may be implicit in some of the objections raised: What 
are the proper or patentable relationships and principles of coopera- 
tion of the structural elements? Where the printed elements are 
words and symbols and constitute mere language, it is obvious that 
the elements will be related by principles of business, law and other 
systems of knowledge which are not favored as the basis of patenta- 
bility.° The printed device in such cases is essentially an arrange- 
ment of meaning on which no patent should be granted. 

On the other hand, the scales in a measuring or calculating instru- 
ment are related by mathematics and the laws of physical science 
which are proper principles of operation of a device. For this reason 
if no other, the printed matter in a scientific instrument must be dis- 
tinguished from that used in business forms. Furthermore, the 
printed elements are truly structural in the way that they are used. 

Since printed matter is physical, whereas the abstractions which it 
presents are not, it is evident that the relationship to abstract ideas is 
the only valid objection which may be raised against the patentability 
of printed matter. Therefore, the holding in Re Lockert that the 
printed chart was not patentable subject matter seems clearly in error, 
since the printed graduations were not related to any abstract ideas, 
and the printed chart was an article of manufacture. 


IV. The Test of Invention 


In deciding whether a printed article is patentable it is necessary 
to determine whether there has been any improvement in its tangible 
or physical characteristics as a manufacture. Since printed matter is 
so closely related to abstract ideas, the problem becomes one of dis- 
tinguishing the tangible characteristics of printed matter from the 
abstract ideas. 

The printed-matter doctrine does not provide a rule which effec- 
tively distinguishes the tangible from the abstract, because the doctrine 





70 It was apparently this characteristic of certain types of printed matter that 
was referred to in Ex parte S., 25 J. Pat. Orr. Soc. 904 (Pat. Off. Bd. App. 
1943). In holding non-patentable the recording of specific sounds on a phono- 
graph record, analogy was made to the printed-matter doctrine. 
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does not take account of the fact that some forms of printed matter 
are not related to abstract ideas, or that printed matter may be used 
in a physical manner as in a technical instrument.” 

A more reasonable approach to the patentability of printed matter 
is the method of analysis that was used by the courts in the early 
cases. In these cases the courts determined whether a new method 
had been invented or instead an apparatus or product. The method 
or system in printed matter cases is generally an abstract idea. Ac- 
cordingly, there must be invention in the printed arrangement as an 
“apparatus” or “product” separate from the nonpatentable method in 
order that patentable subject matter may be held to exist. 

The difference between the printed-matter doctrine and the rule of 
the early cases is more easily recognized by consideration of the 
phrase of art “mental concept of invention.” ** In this respect one 
finds confused semantics in the opinions of the courts which applied 
the doctrine. The mental concept of invention is abstract in the sense 
that any idea is. However, “abstract ideas” in the patent sense relate 
only to those mental concepts which cannot be embodied in corporeal 
form. 

The business-form cases bring out the distinction clearly. The 
mental concept of a new business method is an abstract idea, but the 
mental concept of a business form is an idea of an “apparatus” or 
physical means for carrying out the business method.** The question 
that has to be decided in these cases is whether there is any invention 
in producing the new printed form once given the idea of the business 
method. Generally, the only skill necessary to devise such forms is 
that of an intelligent clerk. The unusual type of case is where there 
is invention in the printed form as in the transfer ticket case, Cin- 
cinnati Traction Co. v. Pope.** 

The stress which has been placed on the exception to the doctrine, 
i.e., the requirement of mechanical structure, has obfuscated the early 
approach to the patentability of printed matter which was sound. It 
has also obscured recognition that an arrangement of printed matter is 
possible which does not relate to abstract ideas. In Ex parte Har- 





71 Compare Mac Nab, supra note 23; Weisman, The Patentability of Printed 
Matter (1932) 14 J. Par. Orr. Soc. 921; (1938) 7 Geo. Wasn. L. Rev. 272. 

72 Hayes, supra note 12; Hayes, The Mental Concept of Invention (1935) 
17 J. Pat. Orr. Soc. 948. 

73 Jd. at pp. 956-961 for a discussion of the separate inventions that may exist 
in a method, apparatus and product based upon distinct mental concepts of 
each one. 

74 Supra note 13. Compare Conover v. Coe (transfer ticket) and In re 
Scott (bond and coupon), both cited note 31 supra. The printed forms in both 
of these cases had the same mechanical structure as in the Traction Co. case, 
namely a body and coupon. However, in these cases the printed matter merely 
described a new method of doing business. 
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rington,” the invention held patentable was the novel and interrelated 
shapes of printed symbols which were devised to prevent fraudulent 
alterations in checks and other documents. The printed matter was 
not related to mechanical structure except for the conventional sheet 
on which the symbols were printed. Furthermore, there were no 
abstract ideas involved since specialized meanings were not assigned 
to the symbols. The decision in Ex parte Harrington * is thus com- 
pletely inconsistent with the printed-matter doctrine, but it is consist- 
ent with the early cases. 

Another misleading aspect of the exception to the doctrine is 
brought out by the recent decision of Loew’s Drive-In Theatres v. 
Park-In Theatres, Inc.™” which invalidated the automobile drive-in 
theatre patent. The court held that the idea of showing motion pic- 
tures in a drive-in theatre was nonpatentable as a method of doing 
business, and the adaptation of a conventional theatre into one for 
automobiles did not involve invention. This decision clearly indicates 
that finding mechanical structure in a printed device is not sufficient 
to eliminate completely the problem of abstract ideas as the exception 
to the doctrine implies, but instead that the necessary test for patent- 
ability is finding invention in the printed device separate from the 
related abstract ideas.*® 

The cases involving systems of notation also bring out the distinc- 
tion between mental concepts in abstract and physical fields of en- 
deavor. The abstract idea is the system of arranging specific infor- 
mation.”® The printed form is the “product” of that system, and the 
concept of such a form is in a physical medium. In these cases, as 





75 $1 U. S. P. Q. 235 (Pat. Off. Bd. App. 1941). 
76 [bid. 
77174 F. (2d) 547 (C. A. Ist, 1949). 


78 Under the exception to the doctrine the following decisions have held 
printed devices patentable, because of the mechanical structure involved: Myers 
v. Coe, 65 App. D. C. 362, 83 F. (2d) 708 (1936) (automobile license plate) ; 
Flood v. Coe, 31 F. Supp. 348 (D. C. 1940) (a price ticket); Ex parte Ruth, 
41 U. S. P. Q. 581 (Pat. Off. Bd. App. 1938) (a rotary dial); Ex parte 
Sayers, 40 U. S. P. Q. 390 (Pat. Off. Bd. App. 1938) (lines printed on a baby 
diaper showing where to fold it to produce a novel folded diaper). Cf. In re 
Hansen, 154 F. (2d) 684 (C. C. P. A. 1946) (a business form which only inci- 
dentally was related to printed matter). 


79 Compare Ex parte Lang, 56 U. S. P. Q. 423 (Pat. Off. Bd. App. 1942) 
which held patentable a tabulating machine card. The invention was a new 
system of arranging the perforations (or printed marks) on a card to encode 
large masses of information. Since the system did not relate to the specific 
information to be encoded, it is distinguishable from the usual situation dis- 
cussed in Guthrie v. Curlett, cited note 1 supra. Cf. Ex parte Whittlesey, 65 
U. S. P. Q. 43 (Pat. Off. Bd. App. 1943). 

Also compare the novel symbols of Ex parte Harrington, supra note 75. 
Although the claims were drawn to an article of manufacture, the invention 
was really a system of notation using a novel physical means. This situation 
would also appear to be distinguishable from Guthrie v. Curlett, ibid. 

4 
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in the business-form cases, there is generally no invention in the 
printed arrangement itself separate from the nonpatentable system. 

The same approach is applicable to printed matter in games and 
educational devices. In such cases, the rules of a game * or instruc- 
tion system ** are nonpatentable abstract ideas, and there must be 
separate invention in the printed arrangements.*? 

The technical-instrument cases present different types of problems, 
because generally the printed elements are used to carry out physical 
operations. The unusual situation is that of the map projection in 
Boggs v. Robertson.** The mental concept of the map projection as 
a mathematical arrangement of lines is an abstraction. When the 
projection is placed on a chart the lines assume physical character- 
istics since they are used to make measurements. The mental con- 
cept of the lines on a chart is an idea of a physical instrument. How- 
ever, as the court pointed out, once given the map projection there 
is no invention in placing it on a chart.** 

To this extent, no exception can be taken to the decision of 
Boggs v. Robertson. However, the implication of statements in the 
court’s opinion is that all ideas which relate to printed matter are 
“abstract ideas.” The examples of the graduation markings on the 
chart of In re Lockert ** and the shapes of the symbols in Ex parte 
Harrington *° are evidence to the contrary. The court apparently 
was of the opinion that the process of inventing a new printed instru- 
ment takes the form of thinking up a new mathematical system and 
then merely reducing it to some printed form. However, analysis 
of the “mental concept of invention” shows that the court was over- 
simplifying a very complex process.*? An invention of a new instru- 
ment will more generally take the form of recognizing the problems 
of the instrument art and then solving the problems in terms of the 
instrument. 

The slide rule is a good example of an invention which is not just 

80 Fx parte Clarke, 50 U. S. P. Q. 525 (Pat. Off. Bd. App. 1940). 

81 See Butterick Publishing Co. v. Conde Nast Publications, cited note 35 
supra. 

82 But in Ex parte Parker, U. S. Pat. File No. 1,982,534 (Pat. Off. Bd. App. 
1934) a deck of cards was held to be patentable under the exception to the 
printed-matter doctrine. The novelty apparently was in the different game 
values to be given to the joker. Cf. Ex parte Weaver, 51 U. S. P. Q. 510 
(Pat. Off. Bd. App. 1941) (a game board); Ex parte Johnson, 45 U. S. P. Q. 
621 (Pat. Off. Bd. App. 1940) (Deck of cards) ; Ex parte Mayer, 36 U. S. P. Q. 
300 (Pat. Off. Bd. App. 1937) (game board). 

88 Supra note 3. 

84 Compare the navigation chart and instrument in Ex parte Anderson, 52 
U. S. P. Q. 185 (Pat. Off. Bd. App. 1941) held patentable under the exception 
to the printed-matter doctrine. 

85 Supra note 41. 


86 Supra note 75. 
87 Hayes, supra note 72. 
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an abstract idea reduced to writing. The invention is making two 
scales relatively slidable so that abstract mathematical transactions 
can be carried out. Yet the simple arrangement of the scales is more 
than the mathematics embodied in them. What makes the slide 
rule patentable subject matter ** is the formation of a new tangible 
facility for handling the abstract mathematics. It is not the mathe- 
matics which is patented, but instead the printed arrangement. 

The fact that one of the scales of the slide-rule is slidable is im- 
material to the issue of patentable subject matter. The obvious 
equivalent of a slidable scale is a series of curves. Therefore, a 
calculating instrument consisting of an inventive arrangement of im- 
movable scales would be no more an abstraction than the slide-rule, 
and no less a valuable instrument. In the latter case, as in the slide- 
rule instance, the arrangement of scales would be patented and not 
the mathematics used to devise it. 

The mental concept of the measuring instrument of Jn re Kothny *° 
was a new arrangement of printed gauging elements which is not an 
abstract idea. Kothny did not devise a new system of mathematics 
and incorporate it in printed form, because all of the mathematics 
were well-known. The real issue in Re Kothny was not whether 
there was any novel cooperation between the printed lines of the 
scale and the transparent sheet, which was the test of invention ap- 
plied by the court, but instead whether there was any invention in 
the instrument considered as a whole or whether there was any 
novel cooperation among the lines of the scale, which the court did 
not consider. If the courts had applied the familiar tests of inven- 
tion, namely old combination and aggregation, to the arrangement 
of printed elements itself, many of the difficulties in dealing with 
printed matter would not have arisen. It is of interest to compare 
the In re Kothny case with two other recent cases having similar 
fact situations. Keuffel & Esser Co. v. Pickett & Eckel ® and In re 
Pugh® based their decisions on the question of invention rather 
than that of patentable subject matter, and the soundness of that ap- 
proach is evident from the courts’ opinions. 

In the Keuffel & Esser case the court invalidated two slide-rule 
patents as lacking invention over the prior art. The court held that 
the particular modifications of the slide-rule scales were all within 
the skill of a mathematician, and that given any mathematical formula 





88 Held a “machine” in Keuffel & Esser Co. v. Pickett & Eckel, 85 F. Supp. 
855, 857, (N. D. Ill. 1949). 


89 Supra note 17. 
90 Cited note 88 supra. 
91162 F. (2d) 509 (C. C. P. A. 1947). 
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there is no invention in devising a suitable scale.** The court in Re 
Pugh ** held patentable a new battery tester whose sole novelty was 
the calibration of the galvanometer scale in terms of the time neces- 
sary for recharging the tested battery. As in Re Kothny the new 
idea was to eliminate the use of complex tables and calculations and 
provide a scale which would give a direct reading. The court in 
Re Pugh was undoubtedly persuaded by the solution of a long stand- 
ing problem which resulted in considerable success. 
The court in Re Pugh said: 


There is no merit in the suggestion that an apparatus for taking 
a measurement or making a calculation, which thereby records 
or conveys information to the public, is in and of itself destitute 
of the quality of invention or is unpatentable under the provi- 


sions of the patent laws.** 

There is no doubt that there may be considerable difficulty in set- 
ting down simpler tests to distinguish between the patentable and non- 
patentable aspects of printed matter. It seems likely, however, that 
such tests can be provided if, in the future, printed-matter cases are 
examined in the light of the relationship between printed matter and 
abstract ideas. When it is recognized that printed matter provides a 
physical medium for invention separate from the field of abstract 
ideas, a workable line of patentability will be arrived at which will 
not exclude unobjectionable matter as does the line set down by the 
present doctrine. 

If printed matter is treated as patentable subject matter, it does 
not follow that a low standard of invention must be applied, nor that 
patents will be granted for trivial printed devices. The standard of in- 
vention may remain the same, but it will then be clear that the ques- 
tion in dealing with the patentability of printed matter is primarily 
that of invention and only indirectly that of patentable subject matter. 

Morton C, JAcoss. 


Tue S. E. C. AND THE PROBLEM OF CORPORATE FIDUCIARY RESPON- 
SIBILITY AND REORGANIZATION PLANS 


Nature of the Problem 


Corporate law is fundamentally a branch of the law of trusts,? and 
corporate powers should be exercised for the benefit of all the stock- 





92 Accord, In re Batcher, 59 F. (2d) 461 (C. C. P. A. 1932); In re Nyman, 
58 App. D. C. 186, 26 F. (2d) 558 (1928); Ex parte Merritt, 1903 C. D. 164 
(Comm. of Pat. 1903). 

93 Supra note 91. 

94 Jd. at p. 512. 

1 See Dodd, For Whom Are Corporate Managers Trustees? (1932) 45 Harv. 
L. Rev. 1145. 
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holders. The separation of ownership and control has resulted in the 
creation of serious problems and inequities,” vesting great powers in 
directors and officers actively engaged in management. The theory 
that the corporation is a “creature” of the law separate and distinct 
from the persons comprising it is a legal fiction which may be useful 
for some purposes. If, however, the result is to exempt directors 
from a fiduciary responsibility to those whose property and money 
they administer, then for all practical purposes the corporation be- 
comes a “tool” for abuse.* This abuse is particularly evident in the 
field of security transactions, bankruptcy and corporate reorganiza- 
tion. 

Because fiduciary responsibility and corporate reorganization have 
their basis in equity there is raised the problem as to the proper body 
to apply these equitable standards in keeping with the purpose and 
intent of Congress. Are the courts or the agency in the better posi- 
tion to supervise these activities, and should their action be guided 
only by established legal principles or rules? Can the desired reform 
be accomplished through the judicial process, or should the duty of 
imposing stricter standards rest with the agency limiting the courts 
to a role of preventing arbitrary administrative action? 


The Judicial Approach in the Becker and Chenery Cases 


The problem presented has been recently revived as a result of the 
Supreme Court decision in Manufacturers Trust Co. v. Becker.* This 
case involved a debtor corporation organized in 1933 and operating 
(at a deficit) until 1945, when it filed a petition for bankruptcy. The 
corporation during its entire period of operation was insolvent in the 
technical sense, thus within the definition of “bankrupt.” While the 
corporation was in this condition relatives of one of the directors 
(also named Becker) acting under his guidance, purchased debenture 
bonds at a substantial discount. The debenture trustee and the 
S. E. C., as amicus curi@, objected to an allowance of more than cost 
of such bonds to the appellees, during the subsequent bankruptcy pro- 
ceedings. The district court allowed the claims in full.5 The appel- 


2 GOVERNMENT AND Economic Lire, Vol. I, Brookings Institute (1939), 
p. 58 et seq. 

3 See Rogers v. Guaranty Trust Co., 288 U. S. 123, 53 Sup. Ct. 295, 77 L. ed. 
652 (1933) where the directors sponsored a plan offering them the right to 
subscribe to 56,712 shares of common stock at $25 a share having a market 
value of $112 per. This plan was challenged by a stockholder. Due to a legal 
statutory technicality the complainant was denied relief. Justices Stone, 
Brandeis, and Cardozo in a vigorous dissent, denounced the transaction, declar- 
ing the action of the directors in alloting the stock to themselves as being in 
violation of their duties as fiduciaries. 

470 Sup. Ct. 127 (1949). 

5173 F. (2d) 944 (C. A. 2d, 1949). 
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lants on appeal claimed that a standard of good faith and fair dealing 
was lacking and the claim should not have been allowed. The Su- 
preme Court upheld the district court, disregarded the S.E.C. (the 
agency charged with the duty of safeguarding investors’ interests) °® 
and found no such conflict of interest arising out of the purchase of 
unmatured obligations by directors of the corporation as to warrant a 
reversal of the district court. 

The decision clearly reflects the confusion caused by the conflicting 
decisions of the Supreme Court in the Chenery cases" as well as the 
failure of the S. E. C. to promulgate general rules regulating the con- 
duct of directors and officers during reorganization proceedings. 

In the first Chenery case the S. E. C. refused to accept a proposed 
reorganization plan allowing equal participation by managers and 
directors who had purchased preferred stock during reorganization 
proceedings on the theory it would be unfair and inequitable. The 
commission was purporting to act in an equitable manner aimed at 
prevention of use of confidential information for profit by directors, 
officers or principal stockholders.* The commission made no affirm- 
ative finding of fraud, and sought to sustain its position on general 
equitable principles that the management occupies a fiduciary posi- 
tion analogous to that of a trustee and thus cannot profit from a 
breach of trust. The commission sought to invoke a duty of fair 
dealing,® required of all fiduciaries. The Supreme Court reversed the 
S. E. C. with a remand, holding that the S. E. C.’s order was not 
sustainable on the basis upon which the commission acted, in the 
absence of an affirmative finding of fraud or the promulgation of a 
general rule.*? On remand the commission reached exactly the same 








6 Securities Exchange Act of 1934, 48 Star. = (1934), 15 U. S. C. §78a 
att as es 49 Stat. 1375 (1936), 15 U. S. C. § 78a (Supp. 1946). 

E. C. v. Chenery Corp., 317 U. S. 80, 63° Sup. Ct. 454, 87 L. ed. 626 
(1943) (first Chenery case) ; S.E.Cyv. Chenery Corp., 332 U. S. 194, 67 Sup. 
Ct. 1575, 91 L. ed. 1995 (1947) (second Chenery case). 

8 See S. E. C. Act 1934 op. cit. supra note 6; Sec. 16(a) as regards period- 
ical reports from officers, directors and principal stockholders having equity 
securities, and §16(b) imposing liability on such persons for any profit made 
from purchases and sales transpiring in a six month period, and §16(c) pro- 
hibiting “short sales” of securities by such persons to their companies. 

®See Los Angeles Lumber Products Co., 46 F. Supp. 77 (S. D. Calif. 
1941); Pepper v. Litton, 308 U. S. 295, 60 Sup. Ct. 238, 84 L. ed. 281 (1939) ; 
Southern Pacific Co. v. Bogert, 250 U. S. 483, 39 Sup. Ct. 533, 63 L. ed. 1099 
(1919) ; Twin Oil Co. v. Marbury, 91 U. S. 587, 23 L. ed. 328 (1874); Re the 
Van Sweringen Co., 119 F. (2d) 231 (C. C. A. 6th, 1941) ; Wilson vy. Continen- 
tal Building & Loan Ass’n, 232 Fed. 824 (C. C. A. 9th, 1916) ; Re Jersey Mate- 
rials Co., 50 F. Supp. 428 (N. J. 1943) ; Chappel v. First Trust Co. of Apple- 
ton, 30 F. Supp. 765 (E. D. Wisc. 1940) ; Standard Commercial Tobacco Co., 
34 F. Supp. 304 (S. D. N. Y. 1940); Ripperger v. Allyn, 25 F. me 7 
(S. D. N.. ¥. 1936): McCrory Stores Corp., 12 F. Supp. 267 (S. D. 
1935); Meinhard v. Salmon, 249 N. Y. 458, 164 N. E. 545 (1928). 

10 First Chenery, supra note 7. 
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result by changing its reasoning and proceeding under the authority 
conferred by Section 11(e)* of the Act, allowing the S. E. C. to 
accept a plan only if the commission found it fair and equitable. 
Again there was no affirmative finding of fraud or a promulgation of 
any general rule because the commission felt that there could be no 
stereotyped formula prescribed to test abuse of a fiduciary duty 
and the best solution was to apply ethical standards of fairness to each 
particular set of facts.1* The Supreme Court sustained the commis- 
sion in the second Chenery case,'* deciding that the agency could pro- 
ceed by general rule or individual ad hoc decision ** and that the find- 
ing of the commission was sustainable by substantial evidence not 
without rational or statutory foundation.” 


Evaluation of this Approach 


It would seem that a proper evaluation of the approach taken by 
the Court in the Becker and Chenery cases must depend largely upon 
the intent of Congress in its attempt to regulate corporate abuses of 
the very type involved in these cases. 

In the Chancery courts, where bankruptcy and reorganization pro- 
cedures were originally developed, reorganization plans were issued 
by a committee and usually accepted by the courts regardless of their 
equity and fairness to the various security interests..° In many in- 
stances the acceptance of these plans permitted the uninterrupted 
control of corporate affairs by the management.’’ This coupled with 
the lax financial and ethical standards culminating in the stock market 
crash of 1929, the disassociation of control from ownership, and the 
apparent inability of the courts to deal with the problem by ordinary 


11 The pertinent part of Sec. 11(e) reads: “Jf, after notice and opportunity 
for hearing, the commission shall find such plan, as submitted or as modified 
necessary to effectuate the provisions of subsection (b) and fair and equitable 
to the persons affected by such plan, the Commission shall make an order 
approving such plan... .” 15 U. S. C. §79k(e) (1946). (Emphasis supplied.) 

12 Second Chenery supra note 7. See also Gower v. Andrew, 59 Cal. 119 
(1881); Girard v. Lamoureux, 227 Mass. 277, 116 N. E. 572 (1917). 

13S, E. C. v. Chenery on certiorari from 80 App. D. C. 365, 154 F. (2d) 
6 (1946). 

14 Defined in Black’s dictionary as “for this special purpose.’”’ Generally used 
to allude to a decision applicable to an individual case. 

15 The objection raised against the policy of the S. E. C. in deciding each 
reorganization on its individual merits rather than promulgating a general rule 
has as its basis the doctrine of judicial supremacy over administrative justice. 
See Dickinson, ADMINISTRATIVE JUSTICE AND SUPREMACY OF Law (1927). 
The argument against ad hoc decisions is simply that the effect is to create 
administrative law leading to uncertainty and has a retrospective effect resulting 
in the taking of property without the constitutional safeguards of court-applied 
due process. See (1948) 2 Ark. L. Rev. 439. 

16 See J. Frank, Reflections on Corporate Reorganizsations (1933), 19 Va. 
L. Rev. 541 

17 Gerdes, The Chandler Bill (1937), 35 Micu L. Rev. 361. 
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rules of law,'* made it apparent that corrective legislation was impera- 
tive. Equally distressing was the lack of expert knowledge by the 
courts of conditions attending reorganization plans. This frequently 
resulted in the adoption of plans that favored management at the 
expense of other interests and in reality afforded the corporation only 
temporary respite from financial collapse.*° Experience had demon- 
strated that frequently a substantial part of the responsibility for the 
financial straits of the corporation rested on the shoulders of the 
existing management, and as a result this group could not be relied 
upon to restore the vitality of the corporation through safe and sound 
reorganization.*° Thus the problems, economic in nature, required 
positive regulatory power in the preventative sense, amenable to the 
special knowledge of an expert body. 

Correction came in the enactment of federal statutes?" and the 
creation of the S. E. C. as the administrative agency to aid the courts. 
The basic assumption was that investors, disassociated from control 
and active participation in the management, require expert and im- 
partial administrative assistance in the understanding of complex fin- 
ancial problems. Therefore, the creation of the S. E. C. as an agency 
to enforce economic policies in the public interest clearly reveals a 
recognition of the need for a restraining influence on undesirable prac- 
tices that could not be checked by common law standards.* 

The first Chenery case,?* now supported in its approach by the 
more recent Becker case,** limits the administrative action to findings 
based on general formule or fixed legal concepts. Yet in considera- 
tion of congressional decision to infringe upon an area normally ad- 
ministered by the courts under general principles of law, and the ills 
sought to be cured thereby, should not the controlling question be 
whether the policy of protecting the various interests is better ad- 
vanced by the converse approach? This is taken by the second Chen- 


18 See Berle and Means, THE Mopern Corporation (1938). That cor- 
porate abuse is not a new problem, compare Charitable Corp. v. Sutton, 9 Mod. 
350, 88 Eng. Rep. 500 (1742), arising as a result of the South Sea Bubble 
collapse. 

19 See S. Doc. 65, 72d Cong., Ist Sess. (1932), p. 90, and H. R. 1042, 75th 
Cong. (1937). 

20 Weiner, Corporate Reorganization (1934), 34 Cor. L. Rev. 1173. 

21 Securities Act 1933, 48 Srar. 74 (1933), 15 U. S. C. §$77(a) et seq. 
(1946) ; Securities Exchange Act 1934, cited note 6 supra; Public Utility Hold- 
ing Co. Act of 1935, 49 Srat. 838 (1935), 15 U. S. C. §79 et seg. (1946); 
Reorganization Acts, including §77B of the Bankruptcy Act of 1934, 11 U. S. C. 
§ 205 (1946) revised in 1938 as Ch. X of the Chandler Act. 

22 See H. R. 1042, supra note 19, regarding the purpose of Congress to re- 
lieve the courts of administrative responsibilities because “their attempted 
exercise by the courts has been ineffective, burdensome and generally inefficient 
and has produced a multitude of rules and legalistic formulas and has resulted 
in criticism of the bench itself.” Jd. at p. 6. 

23 Supra note 7, (first Chenery). 

24 See supra note 4. 
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ery case,*® supported by the Engineers case,?* and recognizes the need 
for a flexible process to meet the changing conditions of a dynamic 
society and to carry out the congressional mandate of protecting 
investors and the public interest. This latter more flexible approach 
seems the more desirable, allowing the agency to fill in that gap of 
uncertainty and indefiniteness which exists in general statutes. In- 
deed the requisites that a plan for reorganization be confirmed only 
if the commission finds the plan “fair and equitable” seems to imply 
that such was the intent of Congress.27 Recent cases attest that the 
S. E. C. can take appropriate action to correct reorganization abuses 
detrimental to the public interest or the interest of the investors, and 
in evolving the standards of fairness and equity to be applied to re- 
organization plans need not confine itself to judicial precedents.?® 
This approach takes notice that Congress entrusted the commission 
with the responsibility of raising standards of fiduciary responsibility 
upon officers and directors, and permits the agency to proceed either 
by general rule or by individual ad hoc decision.?® 

In keeping with our constitutional form of government the courts 
play an important role in supervising and confining administrative 
action within judicial and constitutional limitations.*° Traditionally 
the courts have been the guardians of individual and property rights. 
In safeguarding these rights, what limitations should the courts im- 


pose upon the administrative process? Can constitutional guarantees 
be maintained despite limitations on judicial review? The courts 
recognizing their relative incompetence in such matters have imposed 
self-limitations even to the extent of allowing the agency power to 
draw inferences from the facts developed in proceedings before them,** 








25 Supra note 7. The court’s opinion, however, distinguishes the first and 
second Chenery cases. 

26S, E. C. v. Central-Illinois Sec. Corp., 338 U. S. 96, 69 Sup. Ct. 1377, 
(1949), 

27 Supra note 21, as regards the finding by the commission as a condition 
precedent to acceptance of any plan, and supra note 22, for a statement of the 
purpose of Congress. It is conceded that there is an area of discretion in the 
determination of the fairness and equity of any reorganization plan. For a 
discussion of the problem of agency discretionary power, see Cooper, Adminis- 
trative Justice and the Role of Discretion (1938), 47 Yate L. J. 577. 

28 United Light and Power Co., 51 F. Supp. 217 (Del. 1943); aff'd. In 
re S. E. C., 142 F. (2d) 411 (C. C. A. 3d, 1944), certiorari granted Otis & 
Co. v. S. E. C., 322 U. S. 724, 64 Sup. Ct. 1289, 88 L. ed. 1561 (1944), aff’d. 
323 U. S. 624, 65 Sup. Ct. 483, 89 L. ed. 511 (1945); supra note 7. 

29 See supra note 13. 

30 For a discussion relevant to the problem of judicial review over discre- 
tionary authority see McFarland, JuptctaL Contror or F. T. C. anp I. C. C. 
(1933) ; Fuchs, Admintstrative Law Theory (1938), 47 Yate L. J. 538; Landis, 
Administrative Law Courts (1938), 47 Yate L. J. 519. See also Cooper, 
supra note 27. 

31 Pacific Gas and Electric Co. v. S. E. C., 127 F. (2d) 378 (C. C. A. 9th, 
1942), aff'd 324 U. S. 826, 65 Sup. Ct. 855, 89 L. ed. 1394 (1945); Public 
Utility Holding Co. Act, supra note 21. 
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and accept commission determinations as to the equity and fairness of 
a plan. The theory is that such determination was made in the area 
in which Congress has delegated policy decisions to the commission.** 
Review by non-expert judges of technical determinations incident to 
complex problems of modern administration would not seem very 
desirable.** The agency was created for the specific purpose of mak- 
ing decisions as an expert body with an adequate appreciation of the 
complexities of the subject entrusted to its administration.** In view 
of the infinite contingencies that may arise under the statutes, there 
is a need for flexibility of application not compatible with the issuance 
of a general rule in every instance. Clearly the latter would create 
a rigidity not conducive to good administration ** A requirement that 
in every case there must be an affirmative finding of fraud or some 
general order is to say that Congress had no purpose in establishing 
the S. E. C.*° It must be considered that the S. E. C. in determining 
the fairness and equity of any plan must give notice and opportunity 
for a hearing,** and the courts’ rigid requirements that the hearing be 
fair and consistent with constitutional due process ** would seem an 
adequate safeguard of the individual interests. 


Conclusion 


The situation resulting from the decisions of the Court is to create 


confusion and stagnate agency action, by insistence that agency action 
be predicated upon some established precedent before it can be sup- 
ported. However, when courts refuse to sanction this administrative 
decision, they in effect preclude the creation of authoritative preced- 


82 332 U. S. 194, supra note 7; S. E. C. v. Central Ill. Sec. Corp., cited note 
26 supra, p. 31. 


88 Dickinson, supra note 15. This is not to say that malpractices have not 
resulted due to incompetent administrative personnel. See Van Vleck, Admin- 
istrative Justice in Enforcement of Quasi-Criminal Law (1932), 1 Geo. WasH. 
L. Rev. 18. 


34N. L. R. B. v. Virginia Electric & Power Co., 314 U. S. 469, 62 Sup. Ct. 
344, 86 L. ed. 348 (1941). 


85 Phelps Dodge Corp. v. N. L. R. B., 313 U. S. 177, 61 Sup. Ct. 845, 85 
L. ed. 127 (1941). 

36 Norris & Hirshberg v. S. E. C., No. 9272, — App. DC — (1949); Charles 
Hughes and Co. v. S. E. C., 139 F. (2d) 434 (C. C. A. 2d, 1943); Archer v. 
S. E. C., 133 F. (2d) 795 (C. C. A. 8th, 1943). 


37 See supra note 21, 15 U. S.C. §79, 11 (e) (f) (1946). 


88 Ohio Bell Telephone Co. v. Public Utilities Comm. of Ohio, 301 U. S. 292, 
57 Sup. Ct. 724, 81 L. ed. 1093 (1937); Morgan v. United States, 298 U. S. 
468, 56 Sup. Ct. 906, 80 L. ed. 1288 (1936); St. Joseph Stockyards Co. v. 
United States, 298 U. S. 38, 56 Sup. Ct. 720, 80 L. ed. 1033 (1936); United 
States & I. C. C. v. Abilene & S. Ry. Co., 265 U. S. 274, 44 Sup. Ct. 565, 68 L. 
ed. 1016 (1924); Chicago Junction Case, 264 U. S. 258, 44 Sup. Ct. 317, 68 L. 
ed. 667 (1924); I. C. C. v. Louisville and Nashville Ry. Co., 227 U. S. 88, 33 
Sup. Ct. 185, 57 L. ed. 431 (1913). 
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ent. How can any precedent ever be established if the courts insist 
on overriding administrative policy? Novel problems generated in a 
dynamic society require new doctrines to safeguard the public inter- 
est. To require that fiduciary standards be reduced to formal rules 
of thumb before they can be effectively applied is to negative effective 
protection of majority interests. 

One of the purposes of the provisions of the federal legislation 
relating to corporate reorganizations was to avoid the abuses resulting 
from a breach of fiduciary duty on the part of management at the 
expense of investors and stockholders and to avoid the consequences 
cf a forced liquidation.*® Congress delegated the enforcement of 
reorganization policy and the application of fiduciary standards to 
the S.E.C. with the duty to be responsive to dynamic changes regard- 
ing these problems. 

This congressional enactment dealing with fiduciary standards and 
bankruptcy and reorganization problems should be read in harmony 
with the existing system of equity jurisprudence of which it is a part.*° 
Rigid and unyielding common-law rules cannot, in all instances, cor- 
rect the abuses incident to modern economic activity. It is this area 
uncontrolled by legal process that requires immediate and preventative 
administration. As Mr. Justice Murphy stated in the second Chenery 
case 


The fair and equitable statutory rule and statutory standard of 
what is detrimental to the public interest or interest of investors 
or consumers were devised so the S.E.C. might have broad pow- 
ers to protect the various interests at stake. . . 


And an abuse of corporate position, influence and information may 
be so subtle that it cannot be properly dealt with by law courts.* 

The criticism by Justice Jackson in the second Chenery case, that 
in the interest of certainty, a court must know the grounds for the 
decision before it can sustain it, should not nullify the commission’s 
approach, considering the nature and peculiarities of the problem and 
the equities involved. The holding of the S. E. C. is not inconsistent 
with the desire for certainty in the law, as it can be justified on its 
merits and would serve to establish a precedent, and a series of such 
precedents would provide the element of certainty that is desired. 


Louis KouTOoULAKOs. 


39 See Otis & Co. v. S. E. C., 323 U. S. 624, 65 Sup. Ct. 483, 89 L. ed. 511 
(1945). 


#S. E. C. v. U. S. Realty Co., 310 U. S. 434, 60 Sup. Ct. 1044, 84 L. ed. 
1293 (1940). 


41 See United States v. Lowden, 308 U. S. 225, 60 Sup. Ct. 248, 84 L. ed. 208 
(1939). 
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JuRIsDICTION Over FEDERAL “ISLANDS” WITHIN THE STATES 
The Problem 


Much has been written of the voteless residents of the District of 
Columbia, yet throughout the United States there are many areas 
whose residents are not only without the right to vote in the state, 
but also are without other legal and political rights. The problems 
of the residents of the Los Alamos Atomic Energy Project (prior to 
a federal law giving jurisdiction back to the State of New Mexico)* 
are typical. 

In 1948 the residents of the project in reliance upon a state statute 
which sought to extend the franchise to residents upon territory under 
the exclusive control of the Federal Government ? voted in the state 
primary election. The validity of these votes was questioned by the 
unsuccessful candidate for state district judge who petitioned the state 
supreme court for a writ of mandamus ordering invalidation of the 
votes by the state canvassing board. The writ was issued, and in 
Arledge v. Mabry®* the court held the residents of the project to be 
nonresidents of the state within the meaning of the section of the state 
constitution which defined the qualifications of persons entitled to 
vote for public officers.* The state statute which sought to extend 
the franchise was held by the court to be in derogation of that section 


of the state constitution. Shortly thereafter the same court, in Chaney 
v. Chaney,’ also decided that Los Alamos residents could not apply for 
or obtain divorces in the courts of the state. The action in the Chaney 
case was brought under a state statute requiring residence within 
the state by the plaintiff in a divorce action.® 

Both the Arledge and Chaney decisions were based upon the find- 





1Los Alamos Retrocession Bill, Pub. L. 14, 8lst Cong., Ist Sess. (1949). 
See Hearings before the Joint Committee on Atomic Energy, 81st Cong., Ist 
Sess. (1949). 

2N. M. Laws of 1947, Ch. 100, amending N. M. Stat. (1941 Anno.), § 56-101, 
providing: “Resident . . . shall be residence upon land privately owned, or 
owned by the state of New Mexico, any county or municipalities thereof, or 
upon lands originally belonging to the United States . .. or ceded to the 
United States . . . by purchase, treaty or otherwise.” (Emphasis added.) 

352 N. M. 303, 197 P. (2d) 884 (1948), rehearing den. September 28, 1948. 

4N. M. Const., Art. 7, §1, (1941 Anno.). 


553 N. M. 66, 201 P. (2d) 782 (1949). Prior to the Chaney case the 
state district court reached a similar conclusion but the parties did not appeal 
from the ruling. Bowden v. Bowden, Civil Action 21038 (District Court for 
Santa Fe County, 1948). The court in that case stated that the decision was 

based entirely upon the point of law that Los Alamos is owned by the 
United States Government and it has exclusive jurisdiction over it and that, 
therefore, it in effect is not a part of the State of New Mexico for residential 
purposes.” 

6N. M. Stat. (1941 Anno.), § 25-704. 
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ing that, with the consent of the state,’ the Federal Government had 
purchased a portion of the land on which the project was located for 
use as an arsenal, one of the purposes enumerated in the section of 
the Constitution which provides that Congress shall have the power, 
in addition to the exercise of exclusive jurisdiction® over the seat of 
the national government : 


. to exercise like Authority over all Places purchased by the 
Consent of the Legislatures of the State in which the same shall 
be, for the Erection of Forts, Magazines, Arsenals, dock-Yards, 
and other needful Buildings ;* 


thus creating within the state a federal “island” exclusively under the 
control of the national Congress. 

In addition to the state consent statute *° and the provision. of the 
Constitution quoted above, the express acceptance of exclusive juris- 
diction by the War Department"! before the project was placed under 
the control of the Atomic Energy Commission ** also served to affirm 
the absolute control of the Federal Government over the portion of 
the project obtained by purchase.’* The balance of the land had been 
owned by the Federal Government since its acquisition from Mexico 
in 1848 ** and had been a part of the public domain before it became 





7 The state statutory provisions of consent to the acquisition of land within 
the state by the Federal Government and the surrender of exclusive jurisdiction 
where land is so acquired state: 

“Consent to acquisition of land for federal purposes.—The consent 
of the state of New Mexico is hereby given, in accordance with the seven- 
teenth clause, eighth section, of the first article of the Constitution . . . to the 
acquisition by the United States, by purchase, condemnation, or otherwise, of 
any land in this state required for sites for custom-houses, court-houses, post- 
offices, arsenals, or other public buildings whatever, or for any other purposes 
of the government.” N. M. Stat. (1941 Anno.), § 8-202. (Emphasis added.) 

“Jurisdiction over federal land—Limitation—Duration.—Exclusive 
jurisdiction in and over any land so acquired . . . shall be, and the same is 
hereby, ceded to the United States for all oe except the service upon such 
sites of all civil and criminal process... .” . M. Stat. (1941 Anno.), § 8-203. 

8“ | . exclusive power of legislation bat an exclusive jurisdiction.” 
Opinion of the Justices, 1 Met. 580, 582 (Mass. 1841). 

® Article I, Section 8, Clause 17. 

10 Cited note 7 supra. 

11 By letter to the Governor of New Mexico the Secretary of War on 
November 19, 1943, accepted exclusive jurisdiction over all lands acquired by it 
for military purposes within the state. 

12 Executive Order No. 9816, December 31, 1946 (transferring property 
under the control of Manhattan Engineer District to the Atomic Energy Com- 
mission). 

13 The land was acquired by condemnation proceedings. United States v. 
772.35 Acres of Land, Civil Action No. 528 (United States District Court for 
New Mexico, June 18, 1943); see Article 8, Treaty of Guadalupe Hidalgo, 
February 2, 1848, providing that lands of citizens of New Mexico shall be 
subject to eminent domain; Albuquerque Land & Irr. Co. v. Gutierres, 10 
N. M. 177, 61 Pac. 357 (1900), aff'd. 188 U. S. 545, 23 Sup. Ct. 338, 47 L. ed. 
588 (1903). 

14 Treaty of Guadalupe Hidalgo, February 2, 1848, 9 Stat. 922 (1848). 





502 THE GEORGE WASHINGTON LAW REVIEW 


a part of the Los Alamos Project.° The court held this portion 
remained within the state and under its jurisdiction.** Both portions 
were used as residential sites for workers at the project and for the 
purposes set out in the Atomic Energy Act of 1946.7" 

Faced with a situation where some of the residents of the Los Ala- 
mos “island” could neither vote nor obtain divorces and probable 
similar results should the residents attempt to base legal rights on 
residence within the state,’* the Federal Government sought to re- 
turn jurisdiction over the project to the state by passage, in 1949, of 
the Los Alamos Retrocession Bill.‘° This, in conjunction with legis- 
lation by the state accepting return of jurisdiction,”° placed Los Ala- 
mos back under the authority of the state.** 

Neither the federal nor state governments intended this anomalous 
result, and yet, before cooperative legislation could solve the problem 


15 The Federal Government owned the land at the time New Mexico became 
a state, but no reservation of legislative power or governmental authority was 
made at that time. 9 Strat. 446 (1850) (Organic Act Establishing the Territory 
of New Mexico); 36 Start. 557 (1910), as amended 37 Star. 42 (1911) (En- 
abling Act for New Mexico); Joint Resolution, 37 Stat. 39 (1911) and 
Proclamation, 37 Stat. 1723 (1912) admitting New Mexico as a state. The 
land became a part of the Santa Fe National Forest prior to the time it was 
withdrawn from the Forest Service for use by the War Department. Mem- 
orandum of Understanding between Post Commander, Los Alamos Project 
and Regional Forester, Department of Agriculture, March 22, 1943. Public 
Land Order 230, Department of Interior, May 10, 1944. In the letters to the 
Governor, cited note 11 supra, the Secretary of War also purported to accept 

“exclusive jurisdiction” over such public domain lands, but the error was sub- 
sequently corrected by letter to the Governor on September 7, 1944. 

18 In the Arledge case votes were cast by residents of both the prior public 
domain land and the land acquired by purchase, but even had they been separable 
the court would not have allowed the votes cast by residents of the portion still 
within the jurisdiction of the state for the reason that the polling places were 
all located “outside the state” on the portion acquired by purchase. In the 
ee case the applicant for a divorce resided on the portion acquired by 
purchase. 

1760 Strat. 755 (1946), 42 U. S. C. §§ 1801-1819 (1946). The Chairman 
of the Atomic Energy Commission, at the end of the war, stated the purpose 
of the project to be “. . . weapon research and development. Although focused 
directly upon weapon applications, the research program at Los Alamos in- 
cludes investigations of fundamental character concerned with problems at the 
most extended frontiers of present knowledge.” Hearings before the Com- 
mittee on Appropriations, 8lst Cong., 2d Sess., 1950, at p. 1993. 

18 For example, guardianship proceedings which are allowed to be brought 
by any “resident of the state.” N. M. Stat. (1941 Anno.), § 25-201; lunacy 
proceedings under the statute providing that care in the state institution shall 
be provided for any one committed and who “resides or may be found’’ within 
the state. N. M. Stat. (1941 Anno.), § 35-301; and probate proceedings in 
the state courts whose jurisdiction is confined to the administration of the 
estates of deceased persons whose “mansion, house or place of abode” was 
within the state. N. M. Stat. (1941 Anno.), § 33-103. 

19 Cited note 1 supra. 

20N. M. Laws of 1949, Ch. 9. 

21 Subsequently the area has been made a separate county of the state, N. M. 
Laws of 1949, Ch. 134, and steps have been taken to incorporate the town 
where the employees of the project reside. See Hearings before Committee on 
Appropriations, 8lst Cong., 2d Sess. (1950) at p. 2172. 
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much damage already had been done, although in the face of precedent 
and existing statutes the court could not have held other than it did. 


How Did the Problem Arise? 


At the time Article I, Section 8 (17), was included in the Consti- 
tution the framers recognized not only that federal authority must be 
absolute over the seat of government, but also that no state should be 
allowed to interfere in those areas necessary for the national defense.” 
The purposes enumerated in the Section were of a military nature— 
forts, magazines, dock-yards and arsenals. And even without the aid 
of this Section, the right of the Federal Government to acquire land 
for any constitutional purpose has never been questioned.** Such 
acquisitions may be made by it in many ways: (1) by reservation 
of lands within the limits of a state at the time the new state is 
formed ;?* (2) by purchase or condemnation ;*°> (3) by cession of the 
particular tract by the state;** or (4) by gift from an individual or 
municipality.2* If the land acquired by any of these methods is not 
used for a governmental purpose, the Federal Government holds the 
land as a mere proprietor,** and the laws of the state are in full opera- 
tion with respect to persons and private property located thereon.*® 
The authority of the state is limited only to the extent that it cannot 
tax the land nor affect the title of the United States °° and that, 


unlike an ordinary proprietor, the Federal Government may itself 


22 « 


The public money expended on such places . . . and the public property 
deposited in them, require that they should be exempt from the authority of the 
particular State. Nor would it be proper for the places on which the security 
of the entire Union may depend to be in any degree dependent on a particular 
member of it.” Ft. Leavenworth v. Lowe, 114 U. S. 525, 530, 5 Sup. Ct. 995, 
29 L. ed. 264 (1885) quoting from the FEDERALIST. 

23“The powers vested by the Constitution in the General Government de- 
mand for their exercise the acquisition of lands in all the States.’’ Kohl v. 
United States, 91 U. S. 367, 23 L. ed. 449 (1876) ; Van Brocklin v. Tennessee, 
117 U. S. 151, 6 Sup. Ct. 670, 29 L. ed. 845 (1886). 

24 United States v. Candelaria, 271 U. S. 432, 46 Sup. Ct. 561, 70 L. ed. 1023 
(1926); United States v. Sandoval, 231 U. S. 28, 34 Sup. Ct. 1, 58 L. ed. 
107 (1913). Cf. St. Louis-San Francisco Ry. v. Satterfield, 27 F. (2d) 586 
(C. C. A. 8th, 1928). 

25 Kohl v. United States, cited note 23 supra. 


26 Shoemaker v. United States, 147 U. S. 282, 13 Sup. Ct. 361, 37 L. ed. 
170 (1893). 


27 Cf. United States v. Burnison, 70 Sup. Ct. 503 (1950). 

28 Gill v. State, 141 Tenn. 379, 210 S. W. 637 (1919). 

29 Silas Mason Co. v. Tax Commission, 302 U. S. 186, 58 Sup. Ct. 233, 82 
L. ed. 187 (1937); James v. Dravo Contracting Co., 302 U. S. 134, 58 Sup. 
Ct. 208, 82 L. ed. 155 (1937); Surplus Trading Co. v. Cook, 281 U. S. 647, 
50 Sup. Ct. 455, 74 L. ed. 1091 (1930); United States vy. Unzeuta, 281 U. S. 
138, 50 Sup. Ct. 284, 74 L. ed. 761 (1930). 


a v. United States, 167 U. S. 518, 17 Sup. Ct. 864, 42 L. ed. 260 
(1 : 
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make laws protecting its proprietorship.** It has also always been 
recognized that the Federal Government, in the absence of state con- 
sent, can obtain political jurisdiction over a portion of a state only to 
the extent that jurisdiction is needed to carry out the governmental 
purposes for which the land is used.** And the states may, if they 
choose, limit the jurisdiction which they cede to the Federal Govern- 
ment in any manner which does not interfere with such governmental 
purpose.** But if the land is acquired with the consent of the state 
legislature without qualification, then upon acceptance of jurisdiction 
by the appropriate government department, the jurisdiction of the 
state, except for the service of process, is ousted completely.** By 
construction of statutes giving only qualified consent early decisions 
reached the same result. In these decisions the courts held that con- 
sent to the purchase for a purpose enumerated in the Constitution 
would operate to give complete jurisdiction to the Federal Govern- 
ment and any limitation on that complete jurisdiction would be ineffec- 
tive.** But such early decisions also followed the rule of ejusdem 
generis and gave a restricted meaning to the words “other needful 
buildings” and other general words in the state consent statutes.** 


Later decisions broadened the interpretation of the general words in 
the consent statutes *’ with the result that many purposes which had 





81 Utah Power & Light Co. v. United States, 243 U. S. 389, 37 Sup. Ct. 387, 
61 L. ed. 791 (1917). 

32 “Tf the United States have the power [to acquire land within the states], it 
must be complete in itself. It can neither be enlarged nor diminished by a 
State. . . . The consent of a State can never be a condition precedent to its 
enjoyment. Such consent is needed only . . . for the transfer of jurisdiction. 
. . .” (Emphasis added.) Kohl v. United States, cited note 23 supra, at p. 
374. See also Stewart & Co. v. Sadrakula, 309 U. S. 94, 60 Sup. Ct. 431, 84 L. 
ed. 596 (1940); James v. Dravo Contracting Co., 302 U. S. 134, 58 Sup. Ct. 
208, 82 L. ed. 155 (1937); Utah Power & Light v. United States, cited note 
29 supra. 

38 Wilson v. Cook, 327 U. S. 474, 66 Sup. Ct. 663, 90 L. ed. 794 (1946) ; 
James v. Dravo Contracting Co., cited note 32 supra; Silas Mason Co. v. Tax 
Commission, cited note 31 supra. 

34 Johnson v. Yellow Cab Transit Co., 321 U. S. 383, 64 Sup. Ct. 622, 88 L. 
ed. 814 (1944); Ft. Leavenworth R. R. v. Lowe, 114 U. S. 525, 532, 5 Sup. 
Ct. 995, 29 L. ed. 264 (1885); New Orleans v. United States, 10 Pet. 662, 
9 L. ed. 573 (1836); United States v. Cornell, 25 Fed. Cas. No. 14,867 
(C. C. R. I. 1819). 

35 United States v. Cornell, cited note 34 supra; Opinion of the Justices, 
1 Met. 580 (Mass. 1841) ; Commonwealth v. Clary, 8 Mass. 72 (1811); Bank 
of Phoebus v. Byrum, 110 Va. 708, 67 S. E. 349 (1910); Sinks v. Reese, 19 
Ohio St. 306 (1896). 

36 F.g. United States v. Wurtzbanger, 276 Fed. 753 (Ore. 1921) (Indian 
training school); Steele v. Halligan, 229 Fed. 1011 (W. D. Wash. 1916) 
(penitentiary) ; State v. Willett, 117 Tenn. 334, 97 S. W. 299 (1906) (sol- 
diers home). 

37 James v. Dravo Contracting Co., cited note 32 supra, (locks and dams) ; 
Battle v. United States, 209 U. S. 36, 28 Sup. Ct. 422, 52 L. ed. 670 (1908) 
(post office); United States vy. Mayor and Council of Hoboken, 29 F. (2d) 
932 (N. J. 1928). 
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not been intended by the framers of the Constitution or the legisla- 
tures of the states were included within the exclusive jurisdiction of 
the Federal Government. However, with this greater liberality in 
interpretation of the purposes for which the consent of the state to 
creation of federal “islands” might be given, there was also a trend 
away from the decisions prohibiting any retention of sovereignty by 
the state.** 

In James v. Dravo Contracting Co.** the Court stated : 


Clause 17 contains no express stipulation that the consent of 
the state must be without reservation. We think that such a stip- 
ulation should not be implied. We are unable to reconcile such 
an interpretation with the freedom of the State and its admitted 
authority to refuse or qualify cessions of jurisdiction when pur- 
chases have been made without consent, or property acquired by 
condemnation. 


In Wilson v. Cook * the statute consenting to the purchase of land 
provided that the state should “retain a concurrent jurisdiction with 
the United States” and the Court stated: 


. the State [wherein such land is situated] shall not [by 
reason of such reservation] lose its jurisdiction . . . nor the in- 
habitants be absolved from their duties as citizens of the State.* 


These later decisions are a proper recognition of the fact that sov- 
ereignty is not to be given up by implication, much less by implica- 
tion from a constitutional provision requiring consent coupled with 
a statute negativing such consent. It is when unqualified consent is 
given to the purchase that the problem then becomes one of determin- 
ing the law applicable in such areas. 


Applicable Law in Federal “Islands” 


Congress has by various statutes provided a criminal code for ceded 
territory. The crimes and offenses prohibited in Title 18 of the 
United States Code ** are crimes against the United States, if they 








38 Wilson v. Cook, cited note 33 supra; Collins v. Yosemite Park & Curry 
Co., 304 U. S. 518, 58 Sup. Ct. 1009, 82 L. ed. 1502 (1938); Silas Mason v. 
Tax Comm’r of Washington, cited note 31 supra; James v. Dravo Contracting 
Co., cited note 32 supra; Commonwealth v. King, 252 Ky. 699, 68 S. W. (2d) 
45 (1934); Chicago & Pac. Ry. v. Satterfield, 135 Okla. 183, 275 Pac. 303 
(1929). 

38 Cited note 32 supra at pp. 148-49. 

49 Cited note 33 supra. 

41 Jd, at p. 487. 

42U. S. C. §7 provides that the crimes prohibited in the Title shall be 
offenses if committed on “Any lands reserved or acquired for the use of the 
United States, and under the exclusive or concurrent jurisdiction thereof, or 
any place purchased or otherwise acquired by the United States by consent of 
the legislature of the State in which the same shall be, for the erection of a 
fort, magazine, arsenal, dockyard or other needful building.” 


5 
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are committed within the federal “islands”, and are punishable in 
the federal courts.** In addition, by the successive reenactment of 
the federal assimilative crimes statute Congress has provided that 
inhabitants of the federal “islands” who are guilty of any act or 
omission 


. which, although not made punishable by any enactment of 
Congress would be punishable if committed or omitted within the 
jurisdiction of the State, Territory, Possession, or District in 
which such place is situated, by the laws thereof in force at the 
time of such act or omission shall be guilty of a like offense and 
subject to a like punishment.** 


The Act has been held constitutional even though attacked on the 
basis of improper delegation of powers,*® but has been held not to 
apply where its enforcement would contravene any other specific fed- 
eral policy.*® 

State laws governing civil rights and liberties which were in force 
when the federal “islands” were acquired remain in force as to the 
occupants of such islands unless abrogated by federal statute.*7 But 
the state courts retain no jurisdiction over civil actions arising within 
such territories.** Thus without constant legislative supervision by 
the Congress similar to that for the District of Columbia the civil 
law in the “islands” becomes static and fails to keep pace with that of 
the encompassing state. Of course, it would be an impossible task 
for the Congress to concern itself with the myriad statutes which 
would be necessary to maintain the laws of the “islands” at the same 


4328 U. S. C. $371; Wendell, Re,ations BETWEEN THE FEDERAL AND 
State Courts (1949) at p. 272; Bowen v. Johnston, 306 U. S. 19, 59 Sup. Ct. 
442, 83 L. ed. 455 (1939); Benson vy. United States, 146 U. S. 325, 13 Sup. Ct. 
60, 36 L. ed. 991 (1892). 

4418 U. S.C. $13 (1948). 

45 Franklin v. United States, 216 U. S. 559, 30 Sup. Ct. 434, 54 L. ed. 615 
(1910); Hemans v. United States, 163 F. (2d) 228 (C. C. A. 6th, 1947), 
cert. den. 332 U. S. 801, 68 Sup. Ct. 100 (1947). 

48 Johnson v. Yellow Cab Transit Co., 321 U. S. 383, 390, 64 Sup. Ct. 622, 
88 L. ed. 814 (1944) (dissent of Justices Roberts and Frankfurter); Air Ter- 
minal Services v. Rentzel, 81 F. Supp. 611 (E. D. Va. 1949) (holding adoption 
of Virginia penal statutes by the assimilative crimes statute would not bar 
federal action by the Civil Aeronautics Administrator in enforcing non-segrega- 
tion even though state law provided a criminal penalty against persons pro- 
viding the same facilities for white and colored patrons). 

47 Pacific Coast Dairy v. Dept. of Agri., 318 U. S. 285, 63 Sup. Ct. 628, 87 
L. ed. 761 (1943); Stewart v. Sadrakula, cited note 32 supra; Murray v. 
Joe Gerrick & Co., 291 U. S. 315, 54 Sup. Ct. 432, 78 L. ed. 821 (1934); 
Arlington Hotel v. Fant, 278 U. S. 439, 49 Sup. Ct. 227, 73 L. ed. 447 (1929) ; 
Chicago & Pac. Ry. v. McGlinn, 114 U. S. 542, 5 Sup. Ct. 1005, 29 L. ed. 270 
(1885) ; Capetola v. Barclay White Co., 139 F. (2d) 556 (C. C. A. 3d, 1943), 
cert. den. 321 U. S. 799, 64 Sup. Ct. 939, 88 L. ed. 1087 (1944); Kniffen v. 
Hercules Power Co., 164 Kan. 196, 188 P. (2d) 980 (1948). 

48 Allen v. Industrial Accident Commission, 3 Cal. (2d) 214, 43 P. (2d) 
787 (1935). Cf. Norfolk & P. B. L. R. Co. v. Parker, 152 Va. 484, 147 S. E. 
461 (1929) (holding state court had jurisdiction of tort actions for injuries 
sustained on United States army reservation). 
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level as those of the state in which each is located. Differing eco- 
nomic and geographical conditions often require laws in one state 
different from those in another, and if Congress sought to solve the 
problem of a static civil law by enacting uniform laws for all exclu- 
sively held territories, the result would be equally untenable. Fed- 
eral statutes, however, have been passed adopting the applicable 
wrongful death statutes of the ceding states,*® and similar statutes 
have also been passed with respect to workmen’s compensation °° and 
state unemployment compensation laws.*' Congress has also, by 
passage of the Buck Act,°? waived the immunity of the residents of 
federal “islands” from the state sales, use and income taxes. 

Even though there are applicable civil laws, albeit inert in the 
absence of special “adoptive” federal statutes, and provisions for the 
punishment of crimes, there are other fields where the residents of 
the “islands” are without any applicable law at all. 

By the weight of authority residents of such territories are non- 
residents of the ceding states for all purposes.®** And attempts have 
been made in the consent or cession of jurisdiction statutes to reserve 
voting rights and other residential privileges,°** but more often such 
statutes are general in form and these rights are lost. As was stated 
in an early Massachusetts opinion: *° 


. where the general consent of the Commonwealth is given 
to the purchase of territory by the United States for forts and 
dock yards, and where there is no other reservation [than serv- 
ice of process]** . . . persons residing within the [area] do not 
acquire the civil and political privileges, nor do they become sub- 
ject to the civil duties and obligations of inhabitants of the towns 
within which such territory is situated. 


Those civil actions not cognizable by federal courts and which 
require the party to be a resident of the state include divorce,®* guard- 








4945 Srat. 54 (1928), 16 U. S. C. §457 (1946) providing that: “In the 
case of the death of any person by the neglect or wrongful act of another within 
a national park or other place subject to the exclusive jurisdiction of the United 
States, within the exterior boundaries of any State, such right of action shall 
exist as though the place were under the jurisdiction of the State within whose 
exterior boundaries such place may be. . . .” 

5049 Strat. 1938, 1939 (1936), 40 U. S. C. § 290 (1946). 

5153 Strat. 187 (1939), 26 U. S. C. § 1606 (1946). 

5254 Srar. 1059 (1940), 4 U. S. C. §§ 13, 14 (1946). 

53 State v. Willett, cited note 36 supra; and cases cited note 35 supra. 

54 See 12 So. Cauir. L. Rev. 54, 63 (1938). 

55 Opinion of the Justices,,_ cited note 35 supra at pp. 582-83. 

°6 To prevent the federal * ‘islands” from becoming sanctuaries for fugitives 
from justice the service of process in the territory for acts committed outside 
the territory has been recognized as a proper exception to exclusive control. 
See 6 Ops. Atty. Gen. 577 (1854); Cockburn v. Willman, 301 Mo. 575, 257 
S. W. 458 (1923); State v. Mack, 23 Nev. 359, 47 Pac. 763 (1897). 

57 State of Ohio’ ex rel. Popovici v. Agler, 280 U. S. 379, 50 Sup. Ct. 154, 
74 L. ed. 489 (1930); De la Rama v. De la Rama, 201 U. S. 303, 26 Sup. Ct. 





508 THE GEORGE WASHINGTON LAW REVIEW 


ianship,°* lunacy ** and probate proceedings.*® Most state constitu- 
tions also require that voters be residents of the state.** As illus- 
trated by the Arledge case, residents of the federal “islands” have 
no right to vote in the ceding state although they may reside within 
its physical limits. Early cases recognized this anomaly but brushed 
the problem aside as being of no practical importance. In Common- 
wealth v. Clary * the court in dictum stated : 


... if the laws of the commonwealth have no force within this 
territory, the inhabitants thereof cannot exercise any civil or 
political privileges under the laws of Massachusetts . . . [and] 
we think that no hardship is thereby imposed on those inhabit- 
ants :—because they are not interested in any elections made 
within the state. . . .%* 


The problem cannot be so cursorily dismissed today with increas- 
ing areas coming under the control of the Federal Government and 
increasing numbers of citizens living and working in those areas. 

If the difficulties of a static civil law, lack of any law at all in cer- 
tain fields, and prohibition of the right to vote are to be prevented in 
the future with respect to the federal “islands”, legislative changes 
by the states and the Federal Government are necessary. 


Methods of Solving the Problem 


1. Where the problems of the residents require such action exclu- 
sive jurisdiction which has already been obtained by the Federal Gov- 
ernment may be surrendered to the state by specific legislation. This 
was the solution with regard to the Los Alamos Project, but in the 
interim between acquisition of jurisdiction and its retrocession the 
residents were without franchise and many legal rights. 

2. At the time of acquisition the Federal Government may disclaim 
any acceptance of exclusive jurisdiction. Federal statute °* now 





485, 50 L. ed. 765 (1906); Chaney v. Chaney, 53 N. M. 66, 201 P. (2d) 782 
(1949) ; Lowe v. Lowe, 150 Md. 592, 133 Atl. 729 (1926) noted 40 Harv. 
L. Rev. 130 (1926). 

58 Supra note 17. 

59 Thid. 

80 [bid. 

81 Supra note 4. 

62 Cited note 3 supra. 

638 Mass. 72 (1811). 

64 Jd. at p. 77. 

65 Atkinson v. State Tax Commission of Oregon, 303 U. S. 20, 58 Sup. 
Ct. 419, 82 L. ed. 621 (1938) (federal government need not accept the grant 
of exclusive jurisdiction) ; Ryan v. State of Washington, 302 U. S. 186, 58 
Sup. Ct. 233, 82 L. ed. 187 (1937) (stating that in absence of contrary intent 
acceptance may be presumed but that the United States is not compelled 
to accept exclusive jurisdiction). 

66 Rev. Stat. (1875) § 355, as amended 46 Srar. 828 (1930), as amended 54 
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requires express acceptance of exclusive jurisdiction by the appro- 
priate government department, and this eliminates some of the diffi- 
culties which arose under early court decisions holding that in the 
absence of express disclaimer the acceptance of exclusive jurisdiction 
would be presumed.” 

3. Serious consideration of amendment should be given by the state 
legislatures in those states whose consent statutes are either worded 
to follow the provisions of Article I, Section 8 (17) or which grant 
consent to purchase “for any purpose whatsoever.” Such amend- 
ments should provide for the retention of concurrent authority by the 
state over the territory and the concomitant retention of political and 
residential rights by the inhabitants thereof. 

4. Where exclusive jurisdiction has already been obtained by the 
Federal Government and retrocession of jurisdiction is not feasible 
Congress should consider enactment of a general “assimilative civil 
law statute” to apply to the “islands” in a manner similar to the appli- 
cation of the assimilative crimes statute. This would allow the civil 
law of the territory to keep pace with that of the state in all fields in 
which there were no contradictory federal provisions. Such action 
would undoubtedly be open to the criticism that it was an unconsti- 
tutional delegation of legislative power, but court decisions rejecting 


this contention as to the analagous criminal statute would provide 
ample precedent to uphold it.® 

5. The courts should follow and expand the doctrines set out in 
the Dravo * and Wilson cases and permit the two governments to 


Strat. 19 (1940) and 54 Srar. 1083 (1940), 40 U. S. C. §255 (1946) now pro- 
vides that: “. . . the obtaining of exclusive jurisdiction in the United States 
over land or interests therein . . . shall not be required; but the head... . 
of any department . . . of the Government may, . . . accept or secure from 
the State . . . consent to or cession of such jurisdiction, exclusive or partial, 

. . as he may deem desirable and indicate acceptance of such jurisdiction on 
behalf of the United States... .” See: Adams v. United States, 319 U. S. 
312, 63 Sup. Ct. 1122, 87 L. ed. 1421 (1943); 39 Ops. Atty. Gen. 285 (1939) ; 
and Waltrip v. Commonwealth, 189 Va. 365, 53 S. E. (2d) 14 (1949). 

67 Kiker v. City of Philadelphia, 346 Pa. 624, 31 A. (2d) 289 (1943), cert. 
den. 320 U. S. 741, 64 Sup. Ct. 41, 88 L. ed. 439 (1943); Robbins v. United 
States, 284 Fed. 39 (C. C. A. 8th, 1922). 

68 Murray v. Gerrick & Co., 291 U. S. 315, 319, 54 Sup. Ct. 432, 78 L. ed. 
821 (1934); Capetola v. Barclay White, 48 F. Supp. 797 (E. D. Pa. 1943). 
(Plaintiff in that case contended that the federal statute adopting state work- 
men’s compensation laws of the state within which the exclusively held terri- 
tory was located was intended only to adopt the state laws in force at the time 
the act was passed. The court held that the right extended to the state to 
apply its compensation laws was valid notwithstanding the fact that the state 
statute was passed subsequent to the federal “adoptive” statute.) 

69 Cited note 32 supra. 


70 Cited note 33 supra. 
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work out concurrent systems of jurisdiction. This would not only 
leave unrestricted the powers of the Federal Government over the 
governmental activity carried on in the federal “island”, but would 
preserve for its residents all legal and political rights granted by a 
state to its citizens. 

EstHER S. CRANE. 


A PRELIMINARY SURVEY OF THE PENDING S.E.C.-Oris LuitiGa- 
TION—EFFECT ON REGULATION OF OVER-THE-COUNTER 
SECURITIES TRANSACTIONS 


In 1934, Congress turned its attention to the establishment of con- 
trols to govern the flotation and sale of securities in interstate com- 
merce. It created the Securities and Exchange Commission, and 
charged it with the enforcement of a number of laws in the securi- 
ties field, including the Securities Exchange Act of 1934+ and the 
Securities Act of 1933.? 

Congress soon felt that in fairness to the exchanges of the coun- 
try, which as exchanges alone were governed by the registration provi- 
sions of the 1934 Act, and other requirements dependent upon regis- 
tration, the same sort of regulation should be imposed upon the over- 
the-counter securities business.* Rather than add extensively to the 
already heavy responsibilities of the S. E. C., Congress considered the 
advisability of legislation to provide an instrumentality under general 
supervision of the commission by which the securities industry might 
accomplish the desired result through self-regulation. An Act of Con- 
gress of June 25th, 1938, known as the Maloney Act * was passed pro- 
viding that the industry might form “associations,” the rules of which 
were required to conform to certain standards set forth in the Act, 
charged with the promotion of just and equitable principles of trade 
among over-the-counter securities dealers. Membership in such asso- 
ciations was to be open to all brokers and dealers. The National Asso- 
ciation of Securities Dealers, Inc. (NASD), an association of securi- 
ties brokers and dealers incorporated in the State of Delaware, regis- 
tered with the S, E. C. as a “National Securities Association” under 
the authority of the Maloney Act,* and is the only association that has 
to date registered under that Act. 





148 Srat. 881 (1934), 15 U. S. C. § 78a et seq. (1946). 

248 Strat. 74 (1933), 15 U. S. C. $77a et seq. (1946). 

3 83 Cong. Rec. 4450 (1938). 

Act of June 25, 1938; 52 Strat. 1070 (1938), 15 U. S. C. § 780-3 (1946). 
5 Ibid. 
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The S.E.C. has stated that: 


In order that every reasonable opportunity may be afforded 
such association or associations as may become registered . . . 
to exercise as broad a regulatory function as possible, the Com- 
mission has refrained from any substantial amplification of its 
own rules for regulation of over-the-counter markets.® 


The commission’s relations with the NASD are fixed by statute, and 
every disciplinary action taken by the NASD is subject to review by 
the S. E.C. The NASD must register with the S. E. C., making full 
disclosure as to its constitution, by-laws, rules, membership, etc. 
New Rules of the NASD are subject to a veto by the commission, 
which may also direct the abrogation of any rule. The commission 
may suspend or revoke the registration of the NASD for violation of 
the law or for failure to enforce its rules. In its order making effective 
the association’s application for registration, the commission found 
that the Association’s Rules of Fair Practice and its Code of Pro- 
cedure for Handling Trade Practice Complaints, adopted pursuant to 
the authority contained in the Act, complied with the requirements 
of Section 15 A(b).” 

Membership by a broker or dealer in the NASD does not super- 
sede the obligation of individual brokers and dealers to register under 
Section 15 of the Securities Exchange Act of 1934.§ 

The management of the NASD is vested in a Board of Governors 
elected from the membership. For purposes of administration the 
NASD is divided into 14 districts, and local committees exercise 
jurisdiction under the NASD Rules and By-Laws within the desig- 
nated geographical areas. Each district has a Business Conduct 
Committee which has initial responsibility for enforcement of the 
Rules of Fair Practice within the district. All disciplinary action 
taken by a District Business Conduct Committee is subject to full 
review by the national Board of Governors.® 

Although membership in the NASD is not a prerequisite to doing 
business in interstate commerce, as is registration with the commis- 


65 S. E. C. Ann. Rep. 58 (1939). 

7 In the matter of National Association of Securities Dealers, Inc., 5 S. E. C. 
627 (1939). 

8 “No broker or dealer (other than one whose business is exclusively intra- 
state) shall make use of the mails or of any means or instrumentality of inter- 
state commerce to effect any transaction in, or to induce the purchase or sale 
of, any security (other than an exempted security or commercial paper, bank- 
ers’ acceptances, or commercial bills) otherwise than on a national securities 
exchange, unless such broker or dealer is registered in accordance with sub- 
section (b) of this section.” 49 Stat. 1377 (1936), 15 U. S. C. §780 (1946). 
See House Committee Report No. 2307, 75th Cong. 3d Sess. 

® Brief for Appellee, NASD, Inc., In The United States Court of Appeals 
for the District of Columbia Circuit, Civil Action No. 10397. 
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sion, those firms which are members of the NASD are required to 
do business with any broker or dealer who is not a member at the 
same prices, commissions and fees as are accorded to the general 
public.*° As a result of this economic discrimination which is sanc- 
tioned by the Act, membership in the NASD is almost imperative to 
the continuance of an over-the-counter securities business.17 Thus 
expulsion from membership in the NASD is almost tantamount to 
expulsion from the industry—a situation creating a coercion to join 
the NASD which in turn is used to insure compliance with the rules 
and regulations of both the NASD and the S. E. C. Significantly, 
it is also provided by the enabling statute that : 


Such registration [as a national securities association] shall 
not be construed as a waiver by such association or any member 
thereof of any constitutional right or of any right to contest the 
validity of any rule or regulation of the Commission under this 
title. (emphasis supplied ) 


Of the rules adopted by the NASD, the significant one, the one 
that recites the purpose for the association’s creation, is Rule No. 1: 


A member, in the conduct of his business, shall observe high 
standards of commercial honor and just and equitable principles 
of trade. 


The Maloney Act requires that “. . . the rules of the association pro- 


vide that its members shall be appropriately disciplined, by expulsion, 
suspension, fine, censure, or any other fitting penalty, for any viola- 
tion of its rules.” ** If the association should at any time neglect dili- 


10 52 Sra. 1073 (1938), 15 U. S. C. § 780-3 (i) (1946) “A dealer who is not 
a member is thus deprived of the privilege of cooperating with members of the 
Association in any underwriting activity, and he is deprived of the right to 
buy any outstanding security from any member at a price that is less than that 
at which it is made available to the public in general.” Cherrington, National 
Association of Securities Dealers (1949) 27 Harv. Bus. Rev. 741, 745. 

11 This matter of economic necessity has been officially recognized In the 
matter of NASD, Inc., Securities Exchange Act Release No. 3700, p. 20. The 
full import of suspension from the NASD is effectively demonstrated In the 
matter of E. H. Rollins and Sons, Inc., Securities Exchange Act Release 3661 
in which suspension from the NASD was ordered by the S. E. C. to be effec- 
tive for 60 days. Before the expiration of that period the respondent asked for 
a modification of the order alleging that 25% of its business had been affected; 
that the loss likely to be sustained during the second period of 30 days would 
amount to $209,000; and that because of the order the company had experienced 
an impairment of employee morale. The motion was denied, the Commission 
holding such to be the natural consequences of the remedies contemplated by 
the law. Securities Exchange Act Release 3683, April 20, 1945. In re the 
effect of not having legislative sanction for the economic discrimination prac- 
tised, see: Chamber of Commerce of Minneapolis v. F. T. C., 13 F. (2d) 673 
(C. C. A. 8th, 1926) (rules requiring members of grain exchange to deal with 
non-members on discriminatory basis held unfair competition and tending to 
monopoly ). 

1252 Srat. 1070 (1938), 15 U. S. C. § 780-3 (2) (1946). 

13 52 Strat. 1071 (1938), 15 U. S. C. § 780-3 (8) (1946). 
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gently to enforce these rules, then the association’s registration as a 
“national securities association” is subject to revocation by the com- 
mission. Thus, whereas the commission operates for the most part 
under rules phrased in terms of “fraud,” the NASD is in a position 
to provide enforcement under the broader and more flexible “high 
standards of commercial honor and just and equitable principles of 
trade.” 14 

A broker-dealer faced with suspension by the S. E. C., and expul- 
sion from the NASD, at once invokes the argument that the NASD 
is a subsidiary organization or instrumentality of the S. E. C. repre- 
senting an unwarranted extension of S. E. C. power. A given trans- 
action, especially if fraudulent rather than merely unethical, may well 
give rise to parallel investigations by both the commission and the 
NASD. The Maloney Act did not provide for self-regulation, pure 
and simple. The author of the amendment, Senator Maloney, in ex- 
plaining the bill before the Senate said, “. . . while some of us would 
like to call what is provided for self-regulations [sic], it is in effect a 
cooperative regulation.” ** 

Arising out of a recent parallel investigation by the S. E. C. and 
the NASD of the circumstances surrounding a stock offering of 
Kaiser-Frazer Corporation stock, underwritten by Otis & Co., as one 
of three participating underwriters, has come the most extensive liti- 
gation in the history of the commission from the standpoint of sheer 
number of court proceedings involved. A review of the history of 
these actions, when interwoven and compared, presents an outstand- 
ing case summary of both the application and the evasion of the regu- 
lations provided for cooperative enforcement of over-the-counter 
transactions. More than that, it illustrates administrative law in 
action, and the procedural ramifications as exhausted by resourceful 
counsel on both sides. 

This account of the Otis litigation must be considered in the light 
of the knowledge that much of it, after more than two years, has not 
yet been resolved. With the fundamental issue now pending on the 
merits before the S. E. C. itself, those preliminaries which have al- 
ready been concluded may represent the first actual test of the consti- 
tutionality of the creation of the NASD and the consequent extension 


14 Securities Exchange Act of 1934 §15 A (b) (7), 52 Srar. 1071 (1938), 
15 U. S. C. § 780-3 (b) (7) (1940); NASD Rules of Fair Practice, Art. III, 
§ 1, NASD Manual C-7. 

15 83 Cong. Rec. 4451 (1938). The nature of the relationship was also ad- 
mitted by the S. E. C. in its brief filed in Court of Appeals for the District of 
Columbia Circuit in Otis & Co. v. NASD, (No. 10397, October 1949) at p. 12, 
n. 6: “While not a government body, the NASD is likewise not a strictly 
private association; it is a hybrid of the two.” 
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of S. E. C. disciplinary power. Those conclusions which may now be 
drawn as a result of this litigation are here set forth. 


The Litigation Surrounding Otis & Co. and The Kaiser-Frazer 
Financing. 


Otis & Co., a securities dealer and investment banking house with 
its principal offices in Cleveland, Ohio, is registered with the S. E. C. 
as a broker and dealer in securities under Section 15(b) of the Securi- 
ties Exchange Act of 1934. Otis & Co. is also a member of the 
NASD within the jurisdiction of District No. 10. Messrs. Cyrus S. 
Eaton and William R. Daley, are respectively the principal stock- 
holder and president of Otis & Co., and are its registered representa- 
tives with the NASD. William R. Daley is registered with the 
NASD in the capacity of “President, Director and Manager” of Otis 
& Co., and Cyrus S. Eaton in the capacity of “Buying Department.” 
Registered representatives of members are under the same duties 
and obligations as a member under the Rules of Fair Practice.*® 


I. Background 


In 1945, when Kaiser-Frazer was first incorporated, and again in 
1946, Otis & Co. handled financing for Kaiser-Frazer totalling some 
$57,000,000. In December, 1947, Kaiser-Frazer and Otis were agreed 


that a third public offering could be attempted, and accordingly the 
registration statement was filed on January 6, 1948. It provided for 
the sale of 1,500,000 shares of common stock by three participating 
underwriters: Otis & Co., First California Corporation, and Allen 
& Co."" Thereafter, the market dropped steadily, and on January 28, 
the president of Kaiser-Frazer made a public statement to the effect 
that the corporation had sufficient funds to proceed with its expan- 
sion program without resorting to additional financing, and that no 
offering might be made.** The market responded favorably, as might 
be expected. 

In response to the rising trend induced largely by Mr. Frazer’s 
statement of January 28th, the parties met again on February 3, 1948. 
The registration statement was to become effective at 5:30 P. M. of 
that day.*® Kaiser-Frazer agreed to attempt a stabilizing bid, and the 
three underwriters thereupon proceeded to notify their various retail 


16 Rules of Fair Practice, Article II, Section 1 (c). 

17 Otis & Co. and First California Corporation were the managing under- 
writers taking 3714% each, with Allen & Co. taking the remaining 25%. 

18 The Wall Street Journal, Thursday, January 29, 1948; 14:1. 

19 Under Section 8 of the 1933 Act [48 Strat. 79 (1933), 15 U. S. C. §77h 


(1946)] a registration statement avtomatically becomes effective on the twen- 
tieth day after its filing. 
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dealers of the prospective offering.2® Cyrus Eaton placed a 15,000- 
share bid for Kaiser-Frazer’s account at 1314. The first significant de- 
velopment, which apparently went almost unnoticed, occurred when 
that 15,000-share order was filled in just twenty-one minutes, although 
only 6,800 shares had been traded during the entire previous day. 
When the New York Curb Exchange closed at 3 P. M. that day, the 
company had purchased in excess of 186,000 shares of its own stock 
at an expenditure of over $2,500,000, all at the price of 13%. The 
underwriters were then understandably reluctant to proceed, but they 
finally agreed to take 900,000 of the shares outright and the rest on a 
“best efforts” basis. 

It was one condition precedent of the underwriting contract that 
there should be no material litigation pending against the corporation 
as of 10:00 A. M. on February 9, which was the settlement date— 
the day when the corporation was to deliver the stock to the three 
firms in exchange for cash payment. By 5:30 P. M. on February 
3rd, the offering was being made by the underwriters as per schedule, 
but it encountered such extraordinary resistance that shortly after 
noon on the 4th they announced that the offering had been terminated 
and the syndicate books closed. By that time the underwriters had 
only sold to the public a total of approximately 320,000 shares of the 
1,500,000 shares offered, while purchasing approximately 47,000 
shares for their own account in stabilization.** Immediately Otis & 
Co. and First California Corporation asked to be released from the 
contract, which request was refused. 

On February 9th, the settlement date, before the critical hour of 
10:00 A. M., one James F. Masterson, a Philadelphia lawyer ?* and 
a stockholder of Kaiser-Frazer,”* instituted a lawsuit, in the Wayne 
County Circuit Court in Detroit, against the corporation, its officers 
and directors and the three underwriters, alleging mismanagement 
and seeking to permanently enjoin the proposed stock issue.** One 
of Cyrus Eaton’s attorneys had journeyed to Detroit from Cleveland ; 


20One of the allegations in the commission’s administrative proceeding 
against Otis & Co.—and the sole allegation in its proceeding against First Cali- 
fornia Corporation—is that those firms violated Section 5 of the 1933 Act by 
offering the stock for sale even before the effectiveness of the registration state- 
ment. 

21 Paragraph F, S. E. C.’s order for proceedings and notice of hearing on 
questions of revocation and suspension of registration as a broker-dealer, dated 
August 11, 1948. 

22 Who had in 1944 represented Otis & Co. as Philadelphia counsel in an 
action against the Pennsylvania Railroad. (p. 1312, S. E. C. record of hear- 
ing). 

2s Masterson had become a Kaiser-Frazer stockholder in January 1946, by 
purchasing 300 shares from Otis & Co. (p. 1392, S. E. C. record of hearing). 

24 Masterson v. Kaiser-Frazer Corp., Civil Action No. 7365, Wayne County 
Circuit Court, Michigan. 
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and, after inquiry at the Wayne County Courthouse, he reported back 
that a suit had indeed been filed. On the basis of this suit—at least 
in part—two of the three underwriters—Otis & Co. and First Cali- 
fornia—refused to go through with the contract. On February 13, 
1948, Kaiser-Frazer sued Otis & Co. in a New York state court (for 
$7,700,000) charging that it had fraudulently caused Masterson to 
file the Detroit suit in order to terminate the underwriting agreement. 
This original action has been removed to federal court *° and, on a 
new theory, the complaint is now pending as a $19,000,000 breach-of- 
contract action. Five days later, the informal investigation, that the 
S. E. C. had started when the furious trading of the 3rd appeared on 
the ticker, became official when a formal order of investigation was 
issued. 


II. The Commission’s Investigations 


As has been pointed out, the events surrounding a new issue of 
stock are within the purview of both the S. E. C. and the NASD. 
In this instance, both agencies began investigations within two days 
of each other. A consideration, first of the progress of the commis- 
sion’s investigation, and then, of the NASD investigation which 
closely paralleled it, illustrates that inter-relation of the two agencies 
which has so effectively enlarged the original scope of S. E. C. power. 

On February 18, 1948, the commission entered an order for a pri- 
vate investigation, with reference to this abortive offering, to deter- 
mine whether any provision of the laws administered by it had been 
violated. The scope of this private investigation, together with the 
results produced by it, has never been completely revealed. The usual 
conclusion to such an investigation would have been either a closing 
of the file because no violation of law had been found, or the ar 
nouncement of an adversary proceeding based upon specific charges 
and brought against named parties. Instead, the outcome of the pri- 
vate investigation was obscured by the order of March 23, 1948, for 
a public investigation pursuant to Section 21(a) of the 1934 Act and 
Section 20(a) of the 1933 Act, conferring upon the S. E. C. the dis- 
cretionary power to “. . . make such investigations as it deems neces- 
sary to determine whether any person has violated or is about to 
violate any provision of this (Act) or any rule or regulation there- 
under... .” The order alleged that it had a twofold purpose. One 
was announced to be an effort to determine whether any person had 
violated the anti-fraud, anti-manipulation and short-selling provisions 
of the Securities Act of 1933. The other was to aid the commission 


25 Kaiser-Frazer Corp. v. Otis & Co., Civil Action No. 45-564, U. S. District 
Court for the Southern District of New York, (pending). 
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in determining whether existing rules should be amended or new 
rules adopted under the Securities Exchange Act of 1934, and 
whether it should recommend further legislation to the Congress.*® 
At the outset of the hearings the commission announced that it was 
engaged in an objective fact-finding inquiry and that the investigation 
could not result in the decision of disputed questions for or against 
any persons. 


Section 21(a) of the 1934 Act provides the further discretionary 
authority “. . . to publish information concerning any such viola- 
tions. . . .” But neither the 1933 nor the 1934 Act contains any spe- 
cific reference to whether the investigations which the commission 
is authorized to make shall be public or private. Most of the commis- 
sion’s enforcement investigations have been private, although it has 
held public investigations without objection.27 However, in a case 
of this sort, this was the first time in the commission’s history in 
which it held a public investigation without cross-examination.”* It 
is suggested that the strenuous objections raised by counsel for Otis 
& Co. should have been accorded more weight on the question of the 
unfavorable publicity engendered by the public investigation with its 
consequent press notices. Granted that the procedure to be adopted 
by the commission appears by law to be discretionary, where the 
established reputation of a brokerage house may be shattered by in- 
nuendo alone, greater concern for the party’s interest should be 
shown in the absence of counterbalancing public necessity.*® 


26 Mr. Louis Loss, Associate General Counsel of the S. E. C., testified before 
the Cellar Committee (House Sub-Committee on Study of Monopoly Power) 
on November 16, 1949, that the S. E. C. has been working since 1940 on a 
plan for a broad revision of S. E. C. powers, and will probably have the plan 
ready to submit to the next session of Congress. 

27 [In the matter of Richard Whitney (1938), vol. 3, pp. 1-2; In the matter 
of McKesson and Robbins, Inc. Accounting Series Release No. 19, December 
5, 1940, pp. 475-6. 

28 Although it is suggested that the failure to allow cross-examination was 
an error in judgment, the investigation was, in all other respects, above re- 
proach. See Statement Of Procedure To Be Followed In The Public Investi- 
gation Concerning The Offering Of Common Stock Of Kaiser-Frazer Corpo- 
ration, released by the S. E. C. on April 2, 1948, which states in part that: 
“Every person called to testify will have the right to be represented by counsel. 
After the Commission representatives have concluded their examination of a 
particular witness, counsel for that witness will be permitted to ask further 
questions of the witness in order to correct and clarify any statements previ- 
ously made by the witness or to bring out any relevant matters which he deems 
should have been covered by Commission counsel.” But, “There will be no 
cross-examination of a witness by counsel for third persons.” 

29In S. E. C. v. Harrison, 80 F. Supp. 226 (D. D. C. 1948), a subpcena- 
enforcement proceeding which followed this investigation, Judge Morris stated 
at page 229: “It is a well-recognized principle of administrative law that in- 
vestigations ought to be so conducted that harmful publicity will not be used 
in lieu of sanctions provided by law, but it must rest in the sound discretion of 
the agency created by the Congress, and not with the courts, to determine 
when investigations are to be conducted by open or closed hearings.” See Note 
(1941) 54 Harv. L. Rev. 1214. 
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This investigation raised the issue of whether the hearing should be 
private or public, for the first time in this country under circumstances 
so obviously of serious import to the interested party. It is suggested 
that the commission adopt as future precedent the leading English 
decision in the case of Hearts of Oak Assurance Co. v. Attorney- 
General,®° involving an investigation under the authority of the Indus- 
trial Assurance Act ** of a suspected violation of that Act, in which 
the House of Lords held that the hearing must be conducted in pri- 
vate, censoring the insistence on the part of the examiner for a public 
hearing attended by members of the press and the non-policyholding 
public.** The situation in that case was decidedly analogous to the 
instant investigation. Lord Thankerton, J., said: 


There is no express provision either in the Act of 1923 or in 
the Act of 1896 as to whether the examination is to be in public 
or in private, or as to any discretionary power in the matter. 
The solution of the question, in my opinion, will rest mainly on 
a consideration of the nature and purpose of the examination.** 


Where the expressed object of the investigation is to obtain facts, 
and it is in no sense a judicial proceeding for the purpose of the 
trial of an offense, in the absence of statutory provision providing 
otherwise, the examination ought to be private. The argument ad- 
vanced by the commission that an investigation looking toward rule- 
making or legislative recommendations can hardly be conducted in 
private ** is not as compelling as the argument of the interested party 
that where the hearing may result in an adversary proceeding or in 
the formulation of rules or statutes which will directly affect his in- 
terests it should by law be held in private. 

The investigation was ordered to be public and during the spring 
and summer of 1948, hearings were held in various cities * result- 
ing in a record of over 5,000 pages of testimony and more than 600 
exhibits, accumulated solely from direct examination. Although 
each witness was allowed to be represented by counsel, permission 
was not granted to cross-examine, other than in the manner pre- 
viously explained.*® 

In connection with the hearing, and as a result of suspicions 

30 (1932) A. C. 392. 

81 1923 (13 & 14 Geo. 5, c. 8). 

32Lord Macmillan, J: “I can well imagine that irreparable harm might 
unjustly be done to the reputation of a company and much anxiety unneces- 
sarily occasioned to its policy-holders by giving publicity to such preliminary 
investigations.” (1932) A. C. 392, 403. 

33 Supra note 30 at p. 395-396. 

34 Supplemental Brief in Support of Commission, p. 43. 

35 Chicago, Cincinnati, Cleveland, Detroit, Los Angeles, New York, San 


Francisco, Washington. 
86 Supra note 28. 
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aroused by the testimony heard, the commission issued a subpoena 
duces tecum directing the Ohio Consolidated Telephone Company 
to produce toll slips relating to all long-distance telephone calls made, 
during the critical period of February 4th to February 10th, 1948, 
by the Portsmouth Steel Corporation. The chairman of the board 
of this corporation is Cyrus S. Eaton, also controlling stockholder of 
Otis & Co. Thus developed the first of the many lawsuits to evolve 
from these hearings, when the Portsmouth Steel Corporation filed 
suit in the United States District Court for the Southern District of 
Ohio in an attempt to enjoin the telephone company from complying 
with the commission subpoena.** The court issued an ex parte or- 
der on May 10 on application of the plaintiffs. On May 17, 1948, 
the commission was permitted to intervene and after the service of a 
substitute subpoena limiting the request for toll tickets to calls made 
to certain specified numbers, and after the production in court by the 
commission of testimony establishing the relevancy of the tickets,** 
the court granted the commission’s motion to dismiss the complaint. 


III. S. E. C. v. Harrison and Hull 


The second suit spawned by the S.E.C. investigation, and insti- 
tuted about the same time (May 7, 1948), was a proceeding under 
Section 21(c) of the 1934 Act, which provides in part: 


(c) In case of contumacy by, or refusal to obey a subpoena 
issued to, any person, the Commission may invoke the aid of 
any court of the United States within the jurisdiction of which 
such investigation or proceeding is carried on... 


to compel two attorneys, who were shown during the investigation 
to have had some connection with the Masterson suit, to answer cer- 
tain questions put to them in the course of the investigation. The at- 
torneys were Marvin C. Harrison and Allen Hull, of Cleveland, 
Ohio. 

During the course of the investigation, on April 28, 1948, the pre- 
siding officer issued subpoenas duces tecum and ad testificandum to 





37 Portsmouth Steel Corporation v. The Ohio Consolidated Telephone Co. 
(S. E. C. Intervenor-Defendant) Civil Action No. 1892, S. D. Ohio, (1948). 


88 Mr. Anthon H. Lund, then Assistant Director, and now Director of the 
Division of Trading and Exchanges of the S. E. C., testified that he had received 
information to the effect that Mr. H. I. Ruttenberg, vice-president of Ports- 
mouth, had telephoned a Mr. Lee Pressman a few days before the filing of the 
Masterson case on February 9th, to inquire about the possible filing of a stock- 
holder’s action, and he had been referred by Mr. Pressman to another lawyer. 

The record of calls produced pursuant to the subpoena showed a total of only 
five calls—three between Otis and Portsmouth, and two between Portsmouth 
and Jones, Day, Cockley, and Reavis, Cleveland attorneys who represent both 
Portsmouth and Otis. Apparently the toll tickets did not substantiate Mr. 
Lund’s testimony as to what they would show. 
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Harrison and Hull requiring them to appear on May 5, 1948, in the 
Federal Building in Detroit to testify in the investigation. Harrison 
and Hull appeared pursuant to the subpoenas and testified, refusing 
however to answer certain questions on the claim of attorney-client 
privilege.** Upon being asked merely to give the name or names of 
their clients, on whose behalf the privilege was claimed, both attor- 
neys refused to answer unless required to do so by court order. 
Proceedings were then had in the United States District Court for 
the Eastern District of Michigan, Southern Division,*° to compel the 
disclosure of the name of the client or clients for whom they were 
acting. When the court indicated that it would enter an order 
against the attorneys unless they testified, they revealed that their 
client was Eaton. The court the next day granted the commission’s 
motion to dismiss the complaint as moot. No opinion was rendered.* 
In subsequent hearings in Washington, however, Harrison and 
Hull declined to divulge the substance of any communications with 
the client whom they had named at the insistence of the Michigan 
court—again on the ground of the attorney-client privilege. The 
commission instructed its presiding officer at the investigation to 
rule that the privilege was unavailable because the evidence thereto- 
fore adduced during the investigation showed prima facie that the 
attorneys had been retained for a fraudulent purpose.*? Upon the 


continued refusal of Harrison and Hull to testify, the commission 
applied to the United States District Court for the District of Colum- 
bia for an order compelling their testimony. On appropriate motion 
Cyrus S. Eaton and Otis & Co. were permitted to intervene, without 
objection by the commission. Defendants and intervenors filed a 
counterclaim in which they demanded that the commission be en- 
joined from continuing with its public investigation. 


89 The questions which the defendants declined to answer related, among 
other things, to communications between Eaton and the defendants and work 
performed by them on his behalf in alleged connection with the Masterson suit. 

©S. C. v. Harrison, Civil Action No. 7332, Eastern District Michigan, 
1948 


41 The sole question involved in this first proceeding was whether the identity 
of an attorney’s client, without more, is a subject upon which an attorney may 
decline to testify on the ground of attorney-client privilege. The summary 
nature of the proceedings indicates how well ingrained in our law the answer 
appeared to the court to be. The leading U. S. decision on this point is People 
ex rel. Vogelstein v. Warden of County Jail of New York County, 150 Misc. 
714, 270 N. Y. S. 362 (S. Ct. 1934) aff’d without opinion, 242 App. Div. 611, 
271 N. Y. S. 1059 (1934) and the answer is summed up succinctly in the opinion 
by Shientag, J.. 270 N. Y. S. 362, 368: “Where the privilege is claimed, the 
attorney must name an actual client in order to prove the existence of the rela- 
tionship; otherwise, no lawyer could ever be questioned as to any fact, since 
he might always claim that he had learned it from a client whose very exist- 
ence he need not show.” 

42 Page 7, Memorandum in Support of Commission, filed June 25, 1948. 




















EDITORIAL NOTES 





521 


The commission met with little success in this proceeding. Citing 
as precise precedent the earlier enforcement proceedings heard by 
Judge Lederle, the commission again requested a summary disposi- 
tion of the matter of subpoena enforcement. The second enforce- 
ment proceeding bore no resemblance to the first proceeding. 


The instant case was apparently : 


. the first case in which an administrative agency has 
sought the aid of a court to compel the giving of testimony not- 
withstanding a claim of attorney-client privilege on the ground 
that there has already been made out before the agency a prima 
facie fraud within the meaning of the well-established rule of 
evidence. Thus the court’s decision will necessarily be without 
precedent in this respect . .. . (emphasis added) * 


Hearings were held on July 19, 20, and 21 of 1948 and Judge 
Morris thereafter took the case under advisement. As discussed 
fully infra Part IV, in this interim the commission attempted to be- 
gin adversary proceedings under sections 15(b) and 15A(1)(2) of 
the Securities Exchange Act of 1934, but was immediately enjoined 
from taking any action during the pendency of the Harrison case. 
After the filing of supplemental briefs and appendices, Judge Mor- 
ris handed down his opinion on October 18, 1948. Without citing 
authority the opinion acknowledged the jurisdiction of the S.E.C. 
to conduct the investigation in which the subpoenas sought to be 
enforced were issued. The question was simply whether or not there 
was evidence of fraud sufficient to deny the communications the im- 
munity of the attorney-client privilege. Whether the required case 
of prima facie fraud had been made out depended essentially on 
whether or not the Masterson suit had been inspired by Eaton. 
The evidence was summarized by Judge Morris in his opinion in 
the following words: 


Testimony was also given that Eaton stated in substance, “I 
am going through the purchase agreement and the registration 
statement with a fine tooth comb and try and find something to 
hang my hat on;” “I will find something that I won’t be bound 
by, because I don’t propose to go through with it;” and “ I 
would rather have a lawsuit on my hands than be broke.” ** [The 
defendant Harrison testified that on that same day Eaton tele- 





43 Page 7, Supplemental Brief in Support of Commission, filed August 3, 1948. 
44 The contract would have been a costly one for Eaton. Of the 900,000 
shares, Otis & Co. was committed to take 337,500, of which about 250,000 had 
not been sold. At the time of the closing Otis had only a one-day loan to cover 
this unsold remainder. However, permanent financing (at $7.00 a share) had 
been arranged—but only on 65,000 shares, which meant that within 24 hours 
Otis & Co. would have to locate nearly $2,500,000. See “The Kaiser-Eaton 
Feud,” Fortune Magazine, Volume 38, page 88 (October 1948). 
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phoned him to retain him for the first time in the Kaiser-Frazer 
matter.] There is also testimony to the effect that he asked his 
attorney to find a way out and what the measure of damages 
would be in the event of a cancellation without cause. The docu- 
mentary record of long-distance telephone calls shows calls be- 
tween February 5th and February 9th between the intervenor 
Eaton and certain parties, and among such calls are at least two 
from Robert Bulkley [Former U. S. Senator Robert J. Bulkley], 
and James Masterson and several calls from M. C. Harrison 
(one of the defendants) to David Martin, who is the attorney 
who filed the Masterson suit.** 


However, as Judge Morris pointed out: 


There is no evidence as to the telephone conversations them- 
selves which show [sic] that Eaton, or any one acting for him, 
induced or sought to induce the filing of the Masterson suit.*® 


There was also evidence which showed that on Sunday night, Febru- 
ary 8th, the defendant Harrison sent his younger partner, Hull, the 
other defendant, to Detroit to determine whether any law suits had 
been or would be filed on Monday morning, February 9th, before the 
critical hour of 10:00 A. M. Masterson could, by law, have filed his 
suit in any federal or state court in Nevada, California, or Michigan. 
The commission has stressed the significance of the point that Hull 
chose the exact court in which the Masterson suit was filed—although 
as to Kaiser-Frazer venue would be improperly laid there *7—and 
waited there for one-half hour until Martin ultimately filed the suit 
just before the deadline. And in summation of the final point raised 
by the commission, Judge Morris said: 


There is some testimony as to the choice by Masterson of 
Martin as the attorney to file his suit, and the commission insits 
[sic] that the explanation of such choice is not considered cred- 
ible.** 


The commission had presented to the court a unique pattern of cir- 
cumstantial facts from which a reasonable inference of fraud might 
be drawn. Stressing pointedly the lack of cross-examination without 
which the record as presented “. . . must be subjected to the strictest 
scrutiny for possible ambiguity and equivocation,” *® Judge Morris 





45S. E. C. v. Harrison, 80 F. Supp. 226, 231 (D. D. C. 1948). 

46 Supra note 45. 

47 The rule has been announced in Michigan that a foreign corporation is 
deemed to be a resident of the county “. . . where its office is located and its 
principal business carried on.” Republic Motor Truck Co. v. Buda Co., 212 
Mich. 55, 179 N. W. 474, 478 (1920); Higgins v. Hampshire Products, 319 
Mich. 674, 30 N. W. (2d) 390 (1948). Suit was brought in Detroit in Wayne 
County. Kaiser-Frazer maintains its plant and offices at Willow Run in Wash- 
tenaw County, whose county seat is at Ann Arbor. 

48 Supra note 45 at p. 232. 

49 Jd. at p. 232. 
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held that the facts were sufficiently explainable to be as “. . . reason- 
ably consistent with inquiries as to whether or not a derivative suit 
had been, or would be, filed, as with actually seeking to induce or 
cause the filing of such a suit’’,®® and denied the commission’s appli- 
cation for enforcement of its subpoena on the ground, “. . . that the 
requisite prima facie showing of fraud to pierce the attorney-client 
privilege and relieve the communications here sought to be disclosed 
from immunity has not been made.” 

In the light of this decision, the question remains undefined as to 
what does, by law, constitute a prima facie case of fraud sufficient to 
pierce the attorney-client privilege. The S.E.C. in its briefs relied 
on the leading American decision by Justice Cardozo in Clark v. 
United States.°* The Clark case has since been cited as authority in 
virtually all subsequent cases, both federal and state, which have held 
that a prima facie showing of fraud is necessary to destroy the attor- 
ney-client privilege.** In the Clark case, Justice Cardozo gave the 
subject of attorney-client privilege a definitive exposition. The opin- 
ion pointed out the fact that the early cases held even a mere charge 
of illegality, not supported by any evidence, sufficient to deny the 
immunity granted by the privilege. However, it is Justice Cardozo’s 
belief that the law today holds that there is: 


A privilege surviving until the relation is abused and vanishing 
when abuse is shown to the satisfaction of the judge... . ™* 
(emphasis supplied ) 

To drive the privilege away, there must be “something to 
give colour to the charge;” there must be “prima facie evidence 
that it has some foundation in fact.” [Quoting from the land- 
mark English decision in O’Rourke v. Darbishire (1920) A. C. 
581, 604.]*° 


By exercising the discretion vested in the judge by the Clark case, 
Judge Morris has, in the Harrison case, still not attempted to define 
what constitutes a prima facie case of fraud, but has certainly set out 
a formula stronger than that heretofore required of any plaintiff, 
administrative agency or otherwise. 

With respect to the defendant’s counterclaim for an injunction 
against further proceedings by the commission, Judge Morris did 


50 Tbid. 
51 [bid. 

52 289 U. S. 1, 53 Sup. Ct. 465, 77 L. ed. 993 (1933). 

53 United States v. Bob, 106 F. (2d) 37 (C. C. A. 2d, 1939); Atlanta Coca- 
cola Bottling Co. v. Goss, 50 Ga. App. 637, 179 S. E. 420 (1935); State v. 
Childers, 196 La. 554, 199 So. 640 (1940); Sawyer v. Stanley, 241 Ala. 39, 1 
So. (2d) 21 (1941); Williams v. Williams, (Tex. Civ. App.) 108 S. W. (2d) 
297 (1937). 

54289 U. S. 1, 16. 

55 Jd. at p. 15. 
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hold that the court did not have the power by injunctive relief to 
control the conduct of hearings by the commission.*® 

No appeal by either side was taken from this decision. Instead, 
the commission set down for hearing the adversary proceeding (as 
distinguished from the original ex parte proceeding) that it had pre- 
viously ordered but had been enjoined from pursuing. The com- 
mission thereby avoided the delay attendant upon an appeal from 
Judge Morris’ decision, and was provided with an opportunity to 
create a new record, compiled under cross-examination, which would 
be legally sufficient in the litigation that was bound to follow any 
action taken as a result of this adversary proceeding. 


IV. The Adversary Proceeding Before the Commission 


While the Harrison case was still pending before Judge Morris, 
(even before the submission of final briefs), the S.E.C. on August 
11, 1948, entered an order entitled, “In the matter of Otis & Com- 
pany, 2000 Terminal Tower Building, Cleveland, Ohio,” intending 
for the fourth. time to review the question whether Otis & Co., 
through Cyrus Eaton, had fraudulently inspired the filing of the 
Masterson suit. This order announced the beginning of adversary 
proceedings,®’ with Otis & Co. as respondent, instituted under sec- 
tions 15(b) and 15A(1)(2) of the Securities Exchange Act of 
1934 to determine whether the registration of Otis & Co. with the 
S.E.C. as a broker-dealer should be revoked and whether the firm 
should be suspended or expelled from the National Association of 
Securities Dealers. Thus, the commission’s order of August 11, 
1948, apparently contradicted previous assertions in its briefs that 
the purpose of the subpoena enforcement proceedings was to obtain 
evidence necessary to a determination of whether or not to institute 
adversary proceedings. The order directed that for the purpose of 
determining whether Otis & Co. had violated certain of the anti- 
fraud and other provisions of the Securities statutes and, if so, 
whether to suspend or expel Otis from membership in the NASD, 
a hearing before the commission or its designated officer be held on 
September 20, 1948. The principal charge in this proceeding was 
exactly the same as the question that the commission had twice re- 
viewed in its private and public investigations, and which it had sub- 
mitted for the decision of the district court in the subpoena enforce- 
ment action: namely, that “as the result of . . . [its] public investi- 
gation,” the commission had obtained information “which tends, if 


5680 F. Supp. 226 (D. D. C. 1948). 


57 As distinct from the previously instituted public investigation, which was 
not adversary and to which there were no parties. 
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true, to show that Otis & Co. caused the Masterson suit against 
Kaiser-Frazer to be filed for the purpose of evading its obligations 
under the underwriting agreement.” Upon the application of Otis 
and Eaton, Judge Letts of the United States District Court for the 
District of Columbia enjoined the commission from taking any action 
whatever pursuant to its order of August 11, pending the decision of 
Judge Morris in the subpoena-enforcement case, 


. it appearing that the holding of such a hearing may involve 
interference with the jurisdiction of this Court in the above en- 
titled matter, and it further appearing that it is necessary to pro- 
tect the jurisdiction of this court,®** . . . (emphasis supplied) 


The commission appealed from the injunction granted by Judge 
Letts, but the appeal was made moot by the final order in the Harri- 
son case, which automatically terminated the effectiveness of the in- 
junction order. That appeal, however, is still before the Court of 
Appeals in the form of cross-motions by the commission and by 
Otis & Co. The S.E.C. filed a motion to have the decision remanded 
to the district court with instructions to vacate Judge Letts’ order 
as moot, in accordance with settled principles of appellate practice. 
Otis & Co. countered with a motion that the appeal be dismissed 
without any vacation of the order appealed from. On February 21, 
1950, the Court of Appeals denied the commission’s motion and 
granted the motion of the appellees for dismissal of the appeal.®® The 
commission filed a petition for rehearing on March 8, 1950, which 
is now pending. Whatever the outcome of the petition for rehear- 
ing, it may be inferred that a petition for certiorari will be filed. The 
S.E.C. wants the original orders of Judge Letts vacated since a vital 
issue is involved which will substantially affect other pending litiga- 
tion between the parties, while Otis desires to retain Judge Letts’ 
orders in force as precedent for a res judicata theory as to important 
issues in certain pending proceedings. 

Since the order has expired by its own terms, and the commission 
did appeal from the order while it was still extant, the holding 
should have no value as precedent in the light of the established prac- 
tice of the Supreme Court of remanding such orders to be vacated. 
On October 28, 1948, within a few hours after the entry of Judge 





58 No. 2617-48, In the United States District Court for the District of Co- 
lumbia, September 21, 1948. 

59S. E. C. v. Harrison (C. A. D. C. 1950) Civil Action No. 10043. 

60S. E. C. v. Engineers Public Service Co., 332 U. S. 788, 68 Sup. Ct. 96, 92 
L. ed. 370 (1947) ; S. E. C. v. Long Island Lighting Co., 325 U. S. 833, 65 Sup. 
Ct. 1085, 89 L. ed. 1961 (1945); Alejandrino v. Quezon, 271 U. S. 528, 46 Sup. 
Ct. 600, 70 L. ed. 1071 (1926); United States v. Hamburg-Amerikanische 
Packetfahrt-Actien Gesellschaft, 239 U. S. 466, 478, 36 Sup. Ct. 212, 60 L. ed. 
387 (1916). 
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Morris’ final order in the Harrison case, which, as indicated, caused 
the injunction to expire by its own terms, the commission activated 
its order of August 11th by directing that the announced hearing 
commence on November 15, 1948. 


V. Otis & Co. v. S.E.C.—Res Judicata As An Exception To The 
Myers Doctrine Of Exhaustion Of Administrative Remedies 


On November 10, 1948, Otis sued the S.E.C. in the United States 
District Court for the District of Columbia to enjoin it from pro- 
ceeding pursuant to its orders of August 11, and October 28, 1948. 
The theory of the complaint was that Judge Morris’ decision in the 
subpoena-enforcement action had rendered res judicata the question 
of whether the Masterson suit had been instigated by the present 
plaintiff, and it prayed 


That the Court declare that the judgment of this Court of 
October 28, 1948, is binding as res judicata on the defendant 
Commission and that it is without power to conduct the proposed 
inquiry into the alleged instigation of the Masterson suit. 


Specifically the complaint prayed that the commission and the indi- 
vidual Commissioners be enjoined “from taking any evidence, com- 
pelling attendance at hearings, or taking any action whatsoever, in 
respect of the above matters.” 

A significant point was raised by paragraph 27 of the complaint 
which recited that 


On information and belief, plaintiff alleges that the Commis- 
sion does not have and cannot produce any evidence in addition 
to that in the record of its so-called public investigation which 
has heretofore been passed upon by this court. 


The commission moved to dismiss the complaint on the ground (a) 
that the court lacks jurisdiction over the subject matter and (b) 
that the complaint fails to state a claim against the defendants upon 
which relief can be granted. 

The argument was heard on November 12, by Judge Morris, who 
had, only a short time before, ruled in the Harrison case: 


. I am of the further view that in so far as the counterclaim 
seeks injunctive relief respecting the future conduct of the hear- 
ings in the investigatory proceedings, the defendants and inter- 
venors are not entitled to the relief sought, and that this Court 
does not have the power by injunctive relief to control the con- 
duct of such hearings by the Commission.™ 


61 Supra note 56 at p. 232. 
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Without hesitation, Judge Morris delivered an oral opinion denying 
the plaintiff's application for a preliminary injunction and dismissing 
the complaint saying 


If anything can be said to be res judicata, it is that this Court 
settled that those proceedings would not be enjoined . . . 
(emphasis supplied ) 


and further 
If there is a basis for the contention that it is res judicata 
here, it can most assuredly be asserted after the administrative 


proceedings and before it becomes effective under the statutory 
judicial review by a Court of Appeals.® 


The same day on which Judge Morris handed down this decision, 
the plaintiff filed notice of appeal. After hearing argument, the 
Court of Appeals °* granted appellant’s motion for an injunction 
pending the appeal, which the court ordered expedited. 

The appeal was argued on December 17, 1948, and decided June 1, 
1949. The Court of Appeals, in an opinion by Judge Miller, agreed 
with the district court’s determination that the issue of fraud vel non 
on the part of Eaton or Otis in connection with the Masterson suit 
was not before it in the subpoena-enforcement proceeding; but the 
opinion seized upon what was considered a gross oversight by the 
district court. The Court of Appeals stated that, quite contrary to 
the opinion of the district court that it was apparently being asked to 
try the case “in vacuo,” the allegation of the complaint that no new 
evidence would be available at the adversary administrative proceed- 
ing must be accepted as true for the purpose of considering the mo- 
tion to dismiss. 


Under the doctrine of res judicata, it must therefore be re- 
garded as established, as between Otis and the Securities and 
Exchange Commission, that the evidence gathered by the Com- 
mission in its public investigation did not and does not amount 
to a prima facie showing that either Eaton or Otis fraudulently 
caused the Masterson suit to be filed.® 





62 Joint Appendix, p. 66. Otis & Co. v. S. E. C., (no. 4613-48, D. D. C.). 
63 Jd. at p. 67. Judge Morris’ opinion was prefaced by the following remarks : 
. the Court feels that the decision in this Court in the subpoena enforce- 
ment proceeding was necessarily based on the record that this Court considered 
in that proceeding. * * * I do not think it can be said that the adjudication 
undertook to settle what would have been the situation had the record been 
different from that which the Court considered.” This statement indicates that 
Judge Morris, had he been called upon to do so, would not have upheld the 
res judicata theory of Otis & Co., and also that the absence of cross-examina- 
was the controlling factor in his decision in the subpoena enforcement proceed- 
ing. 
64 The United States Court of Appeals for the District of Columbia Circuit. 
65 Otis & Co. v. S. E. C., 176 F. (2d) 34, 39 (C. A. D. C. 1949). 
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In its briefs, the commission had relied on the decisions in Myers v. 
Bethlehem Shipbuilding Corp.,°* and Federal Power Commission v. 
Arkansas Power & Light Co., to the effect that a court of equity 
should not interfere in administrative proceedings where there is a 
plain and adequate statutory right to judicial review—the doctrine of 
exhaustion of administrative remedies. With this contention the 
district court was in complete agreement. However, the Court of 
Appeals held that in the above cited cases, the Supreme Court did 
not intend the doctrine of exhaustion of administrative remedies to 
hold that a court could not protect its decrees by enjoining the reliti- 
gation of the same issues between the same parties before an admin- 
istrative agency. The Court of Appeals distinguished the Myers 
case by stating that the doctrine of res judicata was not involved in 
that case. In the Myers case there had not been a previous deter- 
mination by a court of competent jurisdiction of the issue which the 
administrative agency was about to consider and decide. 

Establishing the doctrine of res judicata as an exception to the 
otherwise unavoidably applicable Myers doctrine of exhaustion of ad- 
ministrative remedies, the Court of Appeals stated further : 


No other reason has been suggested, and none is apparent to 
us, for holding that an administrative body which submits a legal 
question to a court of competent jurisdiction is not bound by its 
judgment.** 


and held that 
. the District Court was fully authorized in this case to en- 
join the proceeding proposed by the Commission in order to pro- 
tect its own jurisdiction and to prevent its previous judgment 
from being ignored. 28 U.S. C. A. 1651.% 

The district court’s finding of a lack of prima facie evidence of 
fraud was held to foreclose a subsequent administrative determination 
of fraud by the commission without new and additional evidence. The 
court rejected the commission’s theory that the evidence may be 
substantial enough under the rule of administrative finality to sup- 
port its findings of fraud even though the same evidence had been 
previously judicially determined not to amount to prima facie proof 
thereof. 

The order dismissing the complaint was set aside and the cause 


66 303 U. S. 41, 58 Sup. Ct. 459, 82 L. ed. 638 (1938). 

87 330 U. S. 802, 67 Sup. Ct. 963, 91 L. ed. 1261 (1947). 

68 Supra note 65 at p. 40. 

69 Td. at p. 42; 28 U. S. C. A. § 1651: “(a) The Supreme Court and all 
courts established by Act of Congress may issue all writs necessary or appro- 


priate in aid of their respective jurisdictions and agreeable to the usages and 
principles of law.” 





EDITORIAL NOTES 529 


remanded to give the commission an opportunity to answer and to 
deny the allegation that no additional evidence concerning Eaton’s 
collusion would be introduced at its new hearing, and so be relieved 
of the bar of res judicata. 

On August 9, 1949, the Solicitor General on behalf of the commis- 
sion filed a petition for a writ of certiorari in the Supreme Court, and 
Otis & Co. filed a brief in opposition in due course. On October 17, 
1949, the Supreme Court took the unusual step of rendering a per 
curiam decision in which it granted certiorari and reversed the 
judgment of the Court of Appeals, without oral argument; without 
briefs on the merits; and when the government in its petition had 
not even asked for reversal.*° The Supreme Court reversed on the 
authority of Myers v. Bethlehem Shipbuilding Corp.," and similar 
cases which have now established the doctrine of exhaustion of ad- 
ministrative remedies. The Court of Appeals, therefore, was over- 
ruled purely on jurisdictional grounds without consideration of the 
question of res judicata. A recital of the history of this litigation 
may henceforth be cited as the best proof of the essential wisdom of 
the Myers doctrine without which administrative law could not func- 
tion. 

VI. The NASD’s Enforcement Proceedings 


The termination of the underwriting agreement on February 9, 
1948, gave rise to a considerable amount of comment in the press 
and within the securities business. The District Committee of Dis- 
trict No. 10 (the local committee with jurisdiction under the NASD 
rules) met in Cleveland on February 19, 1948, to determine what, if 
any, action it should take. It adopted a resolution to “. . . investi- 
gate Otis & Co. in order to determine its part in the recent Kaiser- 
Frazer issue. . . . [and] to determine whether or not any violations 
occurred so far as they pertain to the rules of fair practice” of the 
NASD.” 

Pursuant to that same resolution, on February 20, 1948, the Dis- 
trict Committee wrote Otis & Co. for a report concerning various 
matters relating to the Kaiser-Frazer underwriting. There were 
two responses to this letter, one on March 2, 1948, and one on 
April 1, 1948. 

Under the rules of the NASD, if a customer feels that he has been 
unfairly dealt with by any member, he is entitled to examine the 
NASD Code of Procedure for Handling Trade Practice Complaints, 
and may complain, formally or informally, to the District Business 

70 338 U. S. 843, 70 Sup. Ct. 89 (1949). 


71 Supra note 66. 
72 Opinion of the Board of Governors, February 27, 1950, at page 7. 
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Conduct Committee. Under this provision, on March 8, 1948, 
Kaiser-Frazer Corporation filed with the district committee a com- 
plaint against Otis & Co. and Messrs. Eaton and Daley making a 
number of charges with respect to the termination of the underwrit- 
ing. This complaint was docketed as Complaint No. 17 of District 
No. 10. 

A hearing on Complaint No. 17 was held on July 27th at the con- 
clusion of which the members of the district committee were still 
left in doubt as to the crucial matter of the conflicting stories with 
respect to Cyrus Eaton’s possible connection with the filing of the 
Masterson derivative stockholder’s suit. With full knowledge of the 
pendency of the Harrison action, in which the S.E.C. had attempted 
to breach the attorney-client privilege through a showing of prima 
facie fraud, the district committee determined to require a report in 
writing from Otis & Co. as to the substance of the series of telephone 
conversations between Eaton and two attorneys, Messrs. Harrison 
and Bulkley, which had preceded the filing of the Masterson suit. This 
request for disclosure was mailed to Otis & Co. on August 6, 1948. 

The letter directed that the written report be submitted not later 
than August 19, 1948. On August 13th, Eaton’s attorneys wrote 
to the district committee declining to furnish the information re- 
quested on grounds that the question of whether disclosure could be 
required was at the very moment pending before Judge Morris. They 
also contended that the request for disclosure was an “endeavor to 
nullify the effect of the decision to be rendered by the court” in the 
Harrison case, assuming that the decision were adverse to the S.E.C. ; 
and that the district committee was no more entitled to inquire into 
confidential communications between attorney and client than is the 
S.E.C. Upon receipt of this reply, a complaint was prepared charg- 
ing Otis & Co. with violating Article IV, Section 5, of the Rules of 
Fair Practice of the NASD, which provides that such a committee 
shall have the right to require a member to submit reports in writing 
with regard to matters involved in investigations, and that refusal of 
the member to comply shall be sufficient cause for suspending or 
cancelling membership.”* It was docketed as Complaint No. 18, and 
transmitted to Otis & Co. 

On September 2, 1948, the last day allowed Otis to answer the 
complaint, it filed a motion in the United States District Court for 








73 Said section provides: “For the purpose of determining whether it should 
file a complaint against any member . . . any District Business Conduct Com- 
mittee . . . shall have the right (1) to require such member ... to submit a 
report in writing with regard to any matter involved in any such investigation 
.... Any refusal on the part of such member . . . to make amy report as re- 
quired in this Section . . . shall be sufficient cause for suspending or cancelling 
the membership of such member... .” (emphasis supplied). 
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the District of Columbia to make the NASD a party to the Harrison 
case, which had not yet been decided, and, in effect, to enjoin the 
NASD from taking any action with respect to Complaint No. 18. A 
temporary restraining order was granted, followed, after argument, 
by a preliminary injunction adding the NASD as a party to the 
subpoena action “for the purposes of this order only.” The subsequent 
decision of Judge Morris automatically terminated this injunction, 
leaving the committee free to proceed on Complaint No. 18. This 
injunction against the NASD was appealed along with the injunc- 
tion against the S.E.C. also. 

The committee sent a second notice of complaint to Otis & Co., 
dated November 12, 1948, stating: 


To date, your answer has not been received and this is to 
notify you that, pursuant to Section 7 of the Code of Procedure 
for Handling Trade Practice Complaints, unless your Answer 
is received on or before November 29, 1948 this Committee may 
treat your failure so to answer as an admission, of the allega- 
tions of the Complaint and dispose of the Complaint accord- 
ingly.** 


A hearing was held on December 23, 1948. On January 14, 1949, 
the opinion of the committee was published announcing that it had 
found that Otis & Co. and Messrs. Eaton and Daley had violated 


Article IV, Section 5, of the NASD’s Rules of Fair Practice, and or- 

dered that they be suspended from the association for a period of 
two years 

. commencing upon the expiration of all stays provided by 

law and the rules of the Association; provided, that such sus- 

pension shall terminate sooner in the event and (sic) respond- 

ents furnish or cause to be furnished a full and frank report in 


writing containing the information required by the Committee’s 
letter of August 6, 1948.75 


On January 26, 1949, Otis & Co. filed a complaint in the United 
States District Court for the District of Columbia asking that the 
committee’s order of January 14, 1949, be vacated, and that the 
S.E.C. and the NASD be enjoined from taking any action against 
plaintiffs for failure to disclose such communications. Subsequent to 
filing this complaint, Otis & Co. appealed the order of the committee 
to the Board of Governors of the NASD, the effect of which was to 
stay the effectiveness of the committee’s order pending action by the 
Board of Governors on the appeal.”® 





74 Supra note 72 at p. 12. 

75 Joint Appendix, p. 88. 

76 Code of Procedure for Handling Trade Practice Complaints of NASD, 
Inc., Section 14. 52 Strat. 1073 (1938), 15 U. S. C. § 780-3 (g) (1946). 
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The complaint alleged three bases upon which relief was sought: 
(1) that the NASD was acting to secure for the S.E.C. communica- 
tions which the S.E.C. was denied in the Harrison case; (2) that 
the S.E.C. and the NASD were acting in concert to overrule, 
frustrate and interfere with the court’s decision in the Harrison case; 
and (3) that the S.E.C. had prejudged the issues, was biased, and 
could not impartially review the decision of the NASD. 

On June 6, 1949, the court filed a memorandum opinion, by Judge 
Morris again, dismissing the complaint on the basis of Myers v. 
Bethlehem Shipbuilding Corp., ™ since it was apparent that plaintiffs 
had not yet exhausted their administrative remedies even before the 
final authority of the association.”* Petition for reconsideration was 
filed by the plaintiffs. After hearing argument thereon, the court, 
on July 6, 1949, rendered an oral opinion reaffirming its previous 
decision in dismissing the complaint.** Appeal was taken on July 
11, 1949. Before the Court of Appeals had had an opportunity to 
hear the appeal, the decision of the Supreme Court in the parallel 
action, Otis & Co. v. S.E.C. ®° was rendered upholding the applica- 
bility of the Myers doctrine. In the face of this decision, Otis & Co. 
withdrew its appeal in the NASD case. 

Otis & Co.’s appeal to the Board of Governors was heard before 
the National Business Conduct Committee on November 16-19, 
1949; and, oddly enough after all that had gone before, the hearing 
was open to the public at the request of the appellants. The basic 
issue in this appeal was whether a member of the association might 
block a significant inquiry by a district committee into the circum- 
stances in which the member chose to terminate an underwriting 
agreement. In its decision announced February 27, 1950, the Board 
of Governors affirmed the action of the District Business Conduct 
Committee, and ordered the two-year suspension to commence on 
April 29, 1950, unless by April 28, 1950, the parties shall have re- 
sponded in writing to the original inquiries. 

The announcement of the decision of the Board of Governors 
prompted a statement to the press by Cyrus Eaton that he was de- 
lighted with the decision because “it gives us the opportunity to take 
them into an impartial tribunal and give them the works.” Otis & 
Co.’s decision to withdraw its court appeal in the NASD case by no 
means signalled the end of its arguments advanced in the original 





77 Supra note 66. 

78 Joint Appendix, p. 100. 
79 Id. at pp. 107-111. 

80 Supra note 70. 
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complaint in that action. By awaiting the decision of the Board 
of Governors, after review by the S.E.C., Otis & Co.’s res judicata 
theory could now be placed before the Court of Appeals relieved of 
the threat of the Myers doctrine. The allegations made by the com- 
plaint in the NASD case present the strongest position yet ad- 
vanced on behalf of Otis, and will probably be heard by the Supreme 
Court for the following reasons. 

The original complaint filed by Otis against the NASD alleged that 
the association was acting to secure for the S.E.C. communications 
which the S.E.C. was denied by the Harrison case. The question 
then arises as to just what access the commission has to information 
procured by the NASD. Under Section 24 of the NASD’s Code 
of Procedure, all records of District Business Conduct Committees 
concerning complaints “shall be open to inspection by any duly author- 
ized agent of the S.E.C.” Although the information sought by the 
district committee was sought in connection with an investigation 
rather than a complaint, on default of disclosure, a complaint was 
filed. Even stronger evidence is to be found in Section 17(a) of the 
1934 Act,** which provides that “every registered securities associa- 
tion . . . shall make, keep, and preserve . . . such . . . records, 
and make such reports, as the Commission by its rules and regula- 
tions may prescribe as necessary or appropriate in the public interest 
or for the protection of investors,’ and provides further that such 
records shall be subject at any time to reasonable examinations by 
commission representatives. Although the commission has never 
adopted any rules applicable to securities associations under this sec- 
tion, the S.E.C. admits in its brief in the NASD case that it believes it 
could adopt a rule under this section which would require the NASD 
to make available to it any information obtained in the course of one 
of their investigations.** It appears to be clear that the commission 
either does or could have access to the disclosures sought by the 
NASD, which have already been determined by the Harrison case 
to come within the immunity of the attorney-client privilege. 

The enabling statute that provided for the creation of the NASD 
carefully provided that 


Such registration [as a national securities association] shall 
not be construed as a waiver by such association or any member 
thereof of any constitutional right . . . .°* (emphasis supplied) 









8148 Strat. 897 (1934), 49 Strat. 1379 (1936), 52 Strat. 1076 (1938), 15 U. 
S. C. § 78q (a) (1946). 


82 Brief in behalf of S. E. C. in the United States District Court for the Dis- 
trict of Columbia, No. 329-49, p. 12 n. 12. 


83 Supra note 12. 
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Yet in the precise words of the District Business Conduct Commit- 
tee in its opinion suspending Otis & Co. and Messrs. Eaton and 
Daley for two years: 


A member may insist on his constitutional or common law 
privilege of silence, but he has no right, under the Constitution 
or at common law, to remain a member of the Association while 
doing so.** [citing Christal v. Police Commission] .*° 


Is it possible to create by statute an association, exempt from anti- 
trust laws, membership in which is economically mandatory, the ad- 
herence to whose by-laws results in the loss of constitutional guaran- 
tees and immunities? It is suggested that the attorney-client privilege 
is a constitutional immunity within the “due process” clause of the 
Fifth Amendment, and that insofar as the By-Laws of the NASD 
deny the immunity, they are “ultra vires” under the enabling statute, 
and if enforced, an unconstitutional deprivation of property without 
due process of law. 

It is an undisputed axiom of the law that every man is presumed 
to know the law. All that keeps this presumption from working an 
injustice is the fact that any man may ascertain what the law is by 
consulting an attorney. The theory of the attorney-client privilege 
is plainly grounded on the necessity for providing subjectively for the 
client’s freedom of apprehension in consulting his attorney, and the 
risk of disclosure by the attorney, even at the hands of the law, must 
be removed. The best explanation to be found of the privilege was 
written in 1837 in The Law Magazine: 


One great object of our legal system is that the rights of all 
persons shall be submitted with equal force to our courts of jus- 
tice. . . . Let the person be who he may, strong or weak, 
learned or unlearned, wise or foolish, a man of influence and in- 
vested with authority, or destitute of means and utterly helpless, 
his claims are equally to be laid before the judge with all the 
power of advocacy of which they are susceptible. To accomplish 
this object, the first indispensable requisite is, that the client 
shall state to his legal advisers all the facts of his case.** 


Among the cherished rights of persons under the law, the attorney- 
client privilege stands beside the right to a trial by a jury of twelve 


84 Joint Appendix p. 87. 

8598 Cal. App. 73, 92 P. (2d) 416 (1939) (City police officers exercising 
constitutional privilege of refusing to testify before grand jury during investiga- 
tion to determine whether they were guilty of criminal activities, had no consti- 
tutional right to also insist on retaining their positions as police officers). 

86 1837, Anon. (“C”), in The Law Magazine, XVII, 68; Production of Cases 
prepared for the Opinion of Counsel, (Quoted in 8 WicMorE on EvipENcE (3rd 
ed.), p. 551). 
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peers, the right against self-incrimination, and the plea of double jeop- 
ardy. As Wigmore points out: 

The history of this privilege goes back to the reign of Eliza- 
beth, where the privilege already appears as unquestioned. It is 
therefore the oldest of the privileges for confidential communica- 
tions.** 

Such was the status of the privilege when the Constitution was writ- 
ten and adopted. The words “due process of law” were undoubtedly 
intended to convey the same meaning as the words “by the law of 
the land” in Magna Charta.** It is suggested that since the attorney- 
client privilege was undeniably a part of the “law of the land” at the 
time of the adoption of the Constitution, it retains its status as law 
under the Constitution by coming within the “due process” clause. 

As a result of the Maloney Act in 1938, over-the-counter securi- 
ties dealers were forced to acquire membership in the NASD in addi- 
tion to the registration with the S. E. C., as broker-dealers, already 
required by the 1934 Act. A major source of income to an over-the- 
counter investment firm is the commission paid to it as a member of 
a selling group in the distribution of new securities, illustrated by the 
three-firm group that managed the abortive Kaiser-Frazer offering. 
Under the legislative monopoly created on behalf of the NASD by 
the Maloney Act, members must refuse non-members the commis- 
sions ordinarily paid for participation in the sale of new issues. An 
established investment banking house, upon the advent of the NASD, 
was called upon to decide between securing membership or being 
forced out of business. Although the Maloney Act guaranteed that 
such membership could not be construed as a waiver of a constitu- 
tional right, the S. E. C. approved the NASD By-Laws which re- 
quired full disclosure without regard to communications construed by 
law to fall within the immunity of the attorney-client privilege. 

In the twelve-year period that has ensued since the creation of the 
NASD, the conflict has arisen for the first time in the present Otis 
litigation. The Business Conduct Committee in suspending Otis & 
Co. ruled that there existed a mandatory choice between the right to 
plead a constitutional immunity (attorney-client privilege) in the face 
of the full disclosure requirements of the By-Laws, and the right to 
membership in the NASD. 

The Fifth Amendment expressly forbids the Federal Government, 
and by implication its statutory instrumentalities, to deprive a person 
of his property without due process of law. Certainly if an attorney’s 
878 WiGMoRE ON EvipENce (3rd ed.) § 2290, p. 547. 


88 Den ex dem. Murray v. Hoboken Land & Improvement Co., 18 How. 272, 
277 (1856). 
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calling or profession has been conceded to be “his property, within 
the true sense and meaning of the Constitution,” ®** the loss to an 
investment banker of his right to engage in his profession is also a 
deprivation of property without due process of law. Insofar as the 
NASD, as an instrumentality of the S. E. C., by its enforcement pro- 
ceedings, operates under a mandatory waiver of a constitutional im- 
munity, its actions must be construed as an unconstitutional exten- 
sion of S. E. C. regulatory power. 

The defect in the legality of the result sought by the NASD is 
directly attributable to the means employed. Although required to 
enforce its Rules and By-Laws the NASD was not given the power 
to subpoena witnesses or information. Its power to keep informed 
of matters within its enforcement jurisdiction stems solely from Arti- 
cle IV, Section 5, of its Rules of Fair Practice requiring uncondi- 
tional full disclosure. The conflict goes to the very heart of the asso- 
ciation’s ability to discharge the responsibilities given it by Congress. 
An amendment to the Maloney Act granting the association the 
power of subpoena, would provide the NASD an adequate means with 
which to continue co-operative regulation, and at the same time allow 
the defective By-Law to be eliminated. Such a suggestion will un- 
doubtedly be read with astonishment. A private association made up 
of businessmen sitting in judgment of their competitors empowered 
to subpcena witnesses and evidence is unthinkable. This contention 
only becomes a serious one, however, as applied to a truly private 
association. If the NASD is to continue cooperative enforcement 
with the S. E. C. under the protection of an anti-trust exemption mak- 
ing it a sanctioned monopoly, then the NASD is governmental more 
so than private. After the Otis case it will no longer be possible to 
straddle the fence. A choice must be made between empowering the 
NASD to subpcena or terminating its exemption from the anti-trust 
laws. A decision on this issue will face the Supreme Court before 
conclusion of the Otis litigation. 


VII. Resumption of the Adversary Proceeding Before the 
Commission—Summary of the Litigation 


After more than a year and one-half of investigation and litiga- 
tion, the commission was in a position to begin in earnest its adver- 
sary proceeding. The Supreme Court had settled the fact that the 
price of the commission’s going to district court to enforce a sub- 
poena against recalcitrant witnesses was not to be a surrender of its 


89 Ex parte Wall, 107 U. S. 265, 289, 2 Sup. Ct. 569, 27 L. ed. 552 (1883). 


90 Brief for Appellee NASD, Inc., in the United States Court of Appeals for 
the District of Columbia Circuit, No. 10397. 
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statutory primary jurisdiction. Under administrative “due process,” 
the commission, in addition to its own adversary proceeding, will 
also review the outcome of the NASD hearing. The statutory method 
of judicial review provided was that under Section 15 A(g) of the 
1934 Act an appeal may be taken to the commission from any action 
by the NASD Board of Governors as a matter of right, and that the 
institution of such a review proceeding operates as an automatic stay. 
Under Section 25 (a) of the 1934 Act, final orders of the commis- 
sion are reviewable in the Courts of Appeal, with further review in 
the Supreme Court by way of certiorari or certification. Section 25 
(b) provides that the Courts of Appeal may stay the commission’s 
order pending judicial review. 

Two choices were open to the commission. It might postpone its 
own proceedings in favor of reviewing the action already taken by 
the NASD, but in reviewing the NASD suspension, the commission 
would merely be determining the legality of the right of the NASD 
to suspend a member for failing to answer a question. Only a full 
hearing on the merits before the commission could resolve the funda- 
mental question of fraud: Did Cyrus Eaton inspire the Masterson 
suit in order to effect what it has been said may have been the biggest 
“welch” in financial history? 

The latter alternative was elected. On March 14, 1950, applica- 
tion was made to the S. E. C. for review of the NASD order, but it 
may now be inferred that review of the NASD action has been post- 
poned in favor of the hearing before the commission. The theory 
upon which the commission determined to proceed was apparently 
that while Judge Morris’ conception of the quantum of evidence neces- 
sary to sustain a prima facie case of fraud must be accepted for pur- 
poses of subpcena-enforcement, the measure of proof would be quite 
different in the administrative proceeding where the commission’s 
findings of fact must be affirmed on appeal if supported by “substan- 
tial evidence.” ** The commission advances an interesting theory in 
answer to the allegations of res judicata. The adversary proceeding 
will produce a record of testimony that has been subject to cross- 
examination. Even admitting, arguendo, that no “new” evidence will 





1 The “substantial evidence” doctrine has been reiterated in: FTC v. Staley 
Mfg. Co., 324 U. S. 746, 760, 65 Sup. Ct. 971, 89 L. ed. 1338 (1945) ; NLRB v. 
Nevada Consolidated Copper Corp., 316 U. S. 105, 62 Sup. Ct. 960, 86 L. ed. 
1305 (1942); NLRB v. Link-Belt Co., 311 U. S. 584, 61 Sup. Ct. 358, 85 L. 
ed. 368 (1941); NLRB v. Waterman Steamship Corp., 309 U. S. 206, 226, 60 
Sup. Ct. 493, 84 L. ed. 704 (1940) ; American Gas & Electric Co. v. S. E. C,, 
77 App. D. C. 174, 182, 134 F. (2d) 633, 641 (1943), cert. den., 319 U. S. 763. 
In the last case this court stated: ‘The record may be such as to sustain either 
a negative or an affirmative finding by the Commission. [Citing cases] The 
judicial function is exhausted when there is found a rational basis for the con- 
clusions of the Commission after a fair and adequate hearing.” 
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appear, the given evidence will be superior qualitatively if not quanti- 
tatively. Since Judge Morris apparently decided the Harrison case 
on the strength of the absence of cross-examination, the commission’s 
theory of qualitatively superior evidence will undoubtedly be urged 
strenuously before the Supreme Court. 

Otis & Co., respondent before the commission, filed six pre-hearing 
motions, including a motion to discontinue the proceedings because 
of alleged disqualification of the commission in support of which re- 
spondent filed affidavits of personal bias and disqualification with 
respect to four of the five individual commissioners. Since respond- 
ent moved that the proceeding be discontinued because of the alleged 
prejudgment and bias of four of the commissioners, its position was 
obviously that the one remaining commissioner could not hear the 
matter—that a quorum of three commissioners was necessary.** 
Were this position sustained, the commision would be powerless to 
carry out its statutory function. 

The charges of bias were in substance that during the investigation, 
and the litigation ancillary thereto, which proceeded the instant adver- 
sary proceeding, the commissioners, one of whom was a member of 
the staff which conducted the investigation, had prejudged the prin- 
cipal issues to be raised, and were, therefore, incapable of a judicious 
decision. The respondent suggested that an alternative method re- 
mained available to achieve the desired end, in that the commission 
is empowered under Section 20(b) of the 1933 Act and Section 21(e) 
of the 1934 Act to present the evidence obtained during the investi- 
gation to the Attorney-General with a view toward criminal prosecu- 
tion. Disqualification would not then be necessary since the com- 
mission would then be acting in an adversary rather than a quasi- 
judicial capacity. The public interest, however, requires that these 
methods be complementary rather than alternative. The fundamental 
purpose of the enforcement provisions of the Securities Exchange Act 
requires that the commission act in a remedial rather than a penal 
capacity to insure “the maintenance of fair and honest markets.” ** 
With this responsibility vested in it, the commission takes the posi- 


92 See In the Matter of The Application of International Paper and Power 
Co., 2 S. E. C. 792 (1937), holding that three members of the commission con- 
stitute a quorum for doing business, and that a vote is valid if adopted by a 
majority of a quorum. Section 210 of the Securities Exchange Act of 1934, 48 
Strat. 908 (1934), 15 U. S. C. § 78ii (1946) indicates that the legislative intent 
was that a quorum was to be necessary. It states in part that, “Upon the 
expiration of sixty days after the date upon which a majority of the members 
of the Securities and Exchange Commission . . . have qualified and taken office, 
all powers, duties, and functions of the Federal Trade Commission under the 
Securities Act of 1933 shall be transferred to such Commission ... . 


9348 Stat. 881 (1934), 15 U. S. C. $78 (b) (1946). 
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tion that it may not abdicate this responsibility by allowing more than 
two commissioners to disqualify themselves.”* 

This duty on the part of at least three of the commissioners to sit 
in this or any similar case arises from the application of the “rule of 
necessity.” This principle, in substance, states that if a judicial or 
administrative tribunal is the only one empowered to act in a particu- 
lar case, it is under a duty to act even though a ground for disquali- 
fication is present.” The application of the “rule of necessity” to 
administrative agencies was recently firmly established by the Su- 
preme Court in Federal Trade Commission v. Cement Institute, which 
stated that: 


In the first place, the fact that the Commission had entertained 
such views as the result of its prior ex parte investigations did 
not necessarily mean that the minds of its members were irre- 
vocably closed on the subject of the respondents’ basing point 
practices. 

* * * 

Moreover, Marquette’s position, if sustained, would to a large 
extent defeat the congressional purposes which prompted passage 
of the Trade Commission Act. Had the entire membership of 
the Commission disqualified in the proceedings against these 
respondents, this complaint could not have been acted upon by 
the Commission or by any other government agency. Congress 
has provided for no such contingency.” 


Essentially the proffered examples of prejudgment and bias, which 
were here said to require disqualification, derive from the fact that 
the commission has administrative and investigative functions as well 
as quasi-judicial functions.** “That such blending is not sufficient to 
invalidate a hearing fairly conducted is firmly established.” ** 

The commission decided the prehearing motions on April 6, 1950. 
Citing the established “rule of necessity,” the motion to discontinue 
the proceedings because of alleged disqualification of the commission 
was denied. The question never having arisen before, the commis- 
sion therewith concluded that it did not have the authority to rule 
upon the qualification of its members, and that each individual mem- 
ber must determine his own qualification. Commissioner McCor- 
mick, because of his participation in the investigation as a member 





94 Securities Exchange Act Release No. 4419, April 6, 1950. 

95 FTC v. Cement Institute, 333 U. S. 683, 68 Sup. Ct. 793, 92 L. ed. 1010 
(1948) ; United States v. Morgan, 313 U. S. 409, 61 Sup. Ct. 999, 85 L. ed. 1429 
(1941) ; Evans v. Gore, 253 U. S. 245, 40 Sup. Ct. 550, 64 L. ed. 887 (1920) ; 
Loughran v. FTC, 143 F. (2d) 431 (C. C. A. 8th, 1944). 

96 Cited note 95 supra at p. 701. 

97 Supra note 94 at p 

98 Wright v. S. E. C. ‘112 F. (2d) 89, 94 (C. C. A. 2d, 1940), aff'd after 
remand, 134 F. (2d) 733 (1943). 
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of the staff, disqualified himself. Four commissioners remained quali- 
fied and the hearing on the merits was set for May 22, 1950 at the 
office of the commission. From this adversary proceeding will come 
a final order, appeal from which may be taken to the Court of Ap- 
peals if adverse to Otis & Co. The obvious importance of the final 
outcome to Otis & Co. economically, and to the S. E. C. in future 
enforcement proceedings, virtually insures the granting of certiorari. 


Conclusions 


The full import of the Otis litigation is yet to be felt. Six deriva- 
tive stockholder’s suits have been filed against Kaiser-Frazer as the 
result of the attempted issue of new securities.** In one, Stella v. 
Kaiser,’ the S. E. C. filed a brief as amicus curie because of its inter- 
est in the construction of specified sections of the 1933 and 1934 
Acts. The commission’s position was that “stabilization” of the 
market is not per se illegal if effected pursuant to interpretations is- 
sued by the commission, regardless of the number of shares pur- 
chased. On the fundamental issue of fraud, the $19,000,000 breach- 
of-contract suit, Kaiser-Fraser v. Otis & Co.,* should contribute 
information not made available to the commission. 

The efforts of resourceful counsel representing Otis & Co. have 
made extensive contributions to the expansion of administrative law, 
through the vehicle of this litigation, by putting the Myers doctrine 
to its severest test. Judges, who in the future are disinclined to apply 
the doctrine of exhaustion of administrative remedies to a case at 
hand, would do well to recall the history of the Otis case. 

Even though the Ofis litigation is still pending on the merits, and 
is destined again to be heard by the Supreme Court, the two years 
that have already passed have been the most significant to date in the 
history of the Maloney Act. Future attempts at self-enforcement in 
industries within the province of other administrative commissions 
will prosper or be shelved as a result of the Maloney Act experiment 
in the over-the-counter securities market. 


GrorcE J. GOLDsBoROUGH, JR. 


99 Stella v. Kaiser, 83 F. Supp. 431 (1949); Fleming v. Kaiser, Superior 
Court of California, Civil Action No. 377779; Pergament v. Frazer, Civil Ac- 
tion No. 7354, District Court of the United States for the Eastern District of 
Michigan, Southern Division; Lefker v. Permanente Metals Corp. & Kaiser- 
Frazer Corp., Civil Action No. 1134, District Court of the United States for 
the District of Delaware; Otis & Co. v. The Permanente Metals Corp. and 
Kaiser-Frazer Corp., Civil Action No. 34, Court of Chancery of the State of 
Delaware; Masterson v. Kaiser-Frazer Corp., Civil Action No. 7365, Wayne 
County Circuit Court, Michigan. 

100 83 F. Supp. 431 (S. D. N. Y. 1949). 


101 Supra note 25. 
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CONSTITUTIONALITY OF STATE LEGISLATION AFFECTING 
PusBLic EMPLOYEES 


Since the end of World War II the Communist Party and affiliated 
organizations have been the subject of repressive legislation and in- 
vestigations unparalleled in American history. At the federal level 
of government this is being manifested chiefly in the field of public 
employment and executed under the President’s Loyalty Program.’ 
Similar policy is operative in the states where there is an increasing 
trend to bar members of the Communist Party from obtaining work.? 
Each step of this invasion into the historic democratic tradition of 
freedom of thought and association is being stoutly resisted by organ- 
ized defenders of civil liberties who are continually on guard against 
the creation of an authoritarianism in America in meeting the chal- 
lenge of communism.* 

This note will be confined to an examination of a recent attempt by 
the New York state legislature to prevent the infiltration of com- 
munism into the public service by barring from the schools of that 
state teachers who are members of the Communist Party. Since it 
may be inferred that such laws * have been considered in relation to 





1Ex. O. 9835, 12 Fed. Reg. 1935, 1938 (1947). 

2 Groner, State Control of Subversive Activities in the United States (1947) 
9 Fep. B. A. J. 61. 

3 Five amicus curie briefs were filed in the appeal of the Feinberg law, infra, 
to the Appellate Division, New York Supreme Court; seventeen were filed in 
the appeal of the Ober law, infra, to the Maryland Court of Appeals. 

* New York, Maryland, New Jersey and California (local) enacted laws in 

1949 which either directly prohibit public employment to members of subversive 
organizations or require loyalty oaths for applicants and incumbents. Similar 
proposals were defeated in Nebraska, Ohio, Oklahoma and Illinois. American 
Civil Liberties Union, In THE SHADOW oF FEar p. 26 (1949). 
(a) Maryland—After a committee study of state subversive activities, the laws 
of the United States and decisions by the Supreme Court, the General Assembly 
of Maryland enacted the Subversive Activities Act of 1949 (commonly referred 
to as the Ober law). Md. Laws 1949, Ch. 86, Md. Code Annotated § 85A 
(1949). The statute itself is divided into two principal parts, the first dealing 
with sedition and the second with loyalty and the relationship of the state and 
its employees. The Loyalty Section provides in part: “No subversive person, 
as defined in this Article, shall be eligible for employment in, or appointment to 
any office, or any position of trust or profit in the government... .” It should 
be noted that a subversive person is defined, inter alia, as one “who is a mem- 
ber of a subversive organization or a foreign subversive organization.” Such 
organizations are defined in terms of general objectives and operations with no 
mention of the Communist Party by name. 

The law was invalidated by Judge Sherbow of the Circuit Court of Baltimore 
City as violative of the First and Fourteenth Amendments and as constituting a 
bill of attainder (unreported). The Court of Appeals of Maryland reversed for 
lack of justiciable controversy but refused to pass judgment on the merits. 
Hammond y. Lancaster, —— Md. , 71 A. (2d) 474 (1950). (b) New 
Jersey enacted a statute, N. J. Laws 1949, Chs. 21-25, requiring various 
government employees, candidates for public office, and school teachers to take 
loyalty oaths. The Superior Court, Appellate Division, in Imbrie v. Marsh, 

-_ & , 68 A. (2d) 761 (1949), invalidated the law as prescribing 
qualifications in conflict with the state constitution. The court strongly indi- 
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the likelihood of their success in combating the evils to which they 
are addressed,® it would seem desirable to consider whether the means 
employed for such purposes infringe upon the area of constitutionally 
protected conduct. At the outset it should be noted that due to the 
shift in governmental policy regarding political discrimination in pub- 
lic employment,* the Supreme Court has not yet passed on many of 


the complicated and elusive constitutional problems generated by 
such laws. 


Feinberg Law 


As early as 1921 New York had enacted legislation’ providing for 
loyalty tests for teachers in it’s public schools. But under a torrent 
of criticism this was repealed ® before its validity could be contested 
in the courts. In 1949 the Feinberg law was enacted.® This act 
which seeks to implement previous sections of the Education *® and 
Civil Service ** laws reveals that the fear of communism had revived 


cated that the statute also violated fundamental rights of freedom of thought 
and political belief. (c) California—The Board of Supervisors of the County 
of Los Angeles passed a resolution requiring its employees to execute a pre- 
scribed affidavit to the effect that they had never been members of one of 145 
enumerated political parties or organizations which advocated the overthrow of 
government by force and violence. The District Court of Appeal for the Sec- 
ond Appellate District of California upheld the resolution and program. Parker 
v. Los Angeles County, 88 Cal. App. (2d) 481, 199 P. (2d) 429 (1949). The 
Supreme Court of the United States granted certiorari because serious ques- 
tions seemed to be raised as to the scope of a state’s power to safeguard its secur- 
ity with due regard for the liberty guaranteed by the due process clause of the 
Fourteenth Amendment. J/d., 337 U. S. 929, 69 Sup. Ct. 1494 (1949). How- 
ever, the Court later dismissed the writs on the ground that the constitutional 
questions which brought the cases before the Court were not ripe for decision. 
Id., 70 Sup. Ct. 161 (1949). 

5 Among the disruptive effects urged in opposition to the Feinberg law were: 
(1) Non-communist teachers may leave their chosen profession rather than 
submit to the policing of their professional and personal activities, (2) victims 
will be not communists inured to subterfuge but liberals, progressives, and those 
expressing unpopular views or ideas. (3) leads to totalitarianism. Brief of 
Academic Freedom and New York City Civil Liberties Committees, amicus 
curi@, in the appeal of Lederman v. Board of Education, cited note 15 infra: 

6 Thus formerly the emphasis was on protection from political discrimination 
and this was not changed until enactment of the Hatch Act, 53 Star. 1148 
(1939) as amended by 54 Start. 767 (1940), 56 Star. 181 (1942), 18 U. S. C. 
61 h (a) (1946). A similar change occurred in the states. Groner, cited note 
< supra. 

7N. Y. Laws 1921, Ch. 666-667 (Lusk Anti-Sedition Act). 

8N. Y. Laws 1923, Ch. 798-799. 

9N. Y. Laws 1949, Ch. 360. (§ 3022, Education Law). 

10N. Y. Laws 1917, Ch. 416 §3021 providing: “A person employed as 
superintendent of schools, teacher or employee in the public schools . . . shall 
be removed from such position for the utterance of any treasonable or sedi- 
tious word or words or the doing of any treasonable or seditious act or acts 
while holding such position.” 

11N. Y. Laws 1939, Ch. 547, as amended N. Y. Laws 1940, Ch. 564 §12-a 
barring appointment or retention of any person in the civil service who, inter 
alia, “Organizes or helps to organize or becomes a member of any society or 
group of persons which teaches or advocates that the government . . . shall be 
overthrown by force or violence, or by any unlawful means.” 
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interest in the loyalty and patriotism of teachers. It is the first New 
York law singling out the Communist Party by name. Broad pow- 
ers of administration are delegated to the Board of Regents in fram- 
ing rules and regulations to carry out the legislative policy set forth 
in Section 1 of the Act.? Section 2, the most important operative 
provision, provides : 


The board . . . shall, after inquiry, and after such notice and 
hearing as may be appropriate, make a listing of organizations 
which it finds to be subversive in that they advocate, advise, 
teach or embrace the doctrine that the government of the United 
States or of any state . . . shall be overthrown . . . by force, vio- 
lence or any unlawful means, or that they advocate, advise, teach 
or embrace the duty, necessity or propriety of adopting any such 
doctrine, as set forth in section twelve-a of the civil service 
law. . . 

The board . . . shall provide in the rules . . . that membership 
in any such organization included in such listing made by it shall 
constitute prima facie evidence of disqualification for appoint- 


ment to or retention in any office or position in the public schools 
of the state.** 


Suits were immediately brought by officers of the Communist Party 
of the State of New York and by six school teachers for a declaratory 
judgment that the law was unconstitutional and for an order direct- 
ing the Board of Regents to desist from taking any action pursuant 
thereto. Judge Schirick of the Supreme Court of Albany County 
held the act invalid as being a bill of attainder and as contrary to the 
due process clause of the Fourteenth Amendment.** Similar action 
was taken one month later by Judge Hearn of the Supreme Court of 
Kings County in a suit brought by various unions, teachers, and tax- 
payers.** Upon appeal, the Appellate Division of the Supreme Court 


reversed Judge Schirick and upheld the Feinberg law in two unani- 
mous opinions.*® 


12 “The legislature hereby finds and declares that there is common report that 
members of subversive groups, and particularly of the communist party . 
have infiltrated into public employment in the public schools of the state. ... 
The consequence . . . is that subversive propaganda can be disseminated among 
children of tender years . . . it is [therefore] essential that the laws prohibiting 
persons who are members of subversive groups, such as the communist party 
and its affiliated organizations, from obtaining or retaining employment in the 
public schools, be vigorously enforced. . . . To this end, the board of regents, 
which is charged primarily with the responsibility of supervising the public 
school system in the state, should be admonished and directed to take affirma- 
tive action to meet this grave menace... . 

13 Supra note 6. 

14 Thompson v. Wallin, 93 N. Y. (2d) 274 (1949). 

15 Lederman v. Board of educations ‘95 N. Y. S. (2d) 114 (1949). 

16 Thompson v. Wallin, 95 N. Y S. (2d) 784 (1950), L’Hommedieu v. The 
Board of Regents, 95 N. Y. S. (2d) 443 (1950). 
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Due Process 


The first issue presented is whether a state can validly enact legis- 
lation prohibiting members of the Communist Party and affiliated 
organizations from public employment solely on the basis of that 
membership and without any evidence of the more positive manifes- 
tations of disloyalty. Few may contest that such discriminatory action 
would be restrained by almost unsurmountable constitutional barriers 
were the subject private rather than public employment, but the latter, 
it is said, poses unique problems which warrant distinctive judicial 
treatment. Concretely is the state when acting in its capacity as 
employer bound by substantive due process and if so under what 
standards? 

Where a state is acting in its sovereign capacity, its regulations of 
individual conduct must be reasonably related to a legitimate govern- 
mental purpose. Arbitrary, capricious and unreasonable laws are a 
denial of due process. But where there is an encroachment on funda- 
mental rights protected by the First Amendment, the governmental 
restraint must be justified by the Schenck test of clear and present 
danger. However, where a state is acting in its proprietary capacity 
individual conduct may be regulated “within reasonable limits” and 
no different standard is used where First Amendment rights are 
involved.** It is said that government employment is a privilege not 
a right and due process protects only the latter.*® 

The New York lower court was in doubt as to whether to follow 
the traditional test of reasonableness or to adopt the much-advo- 
cated *® (albeit unprecedented) test of clear and present danger, yet 
found the Feinberg law unsupportable under either. Although con- 
ceding that the proprietary power of the state is broad, Judge Schirick 
decided that membership in the Communist Party did not bear a 
logical relation to such members’ fitness as teachers and hence the 





17 United Public Workers v. Mitchell, 330 U. S. 75, 67 Sup. Ct. 556, 91 L. 
ed. 754 (1947) ; In re Summers, 325 U. S. 561, 65 Sup. Ct. 1307, 89 L. ed. 1795 
(1945) ; Hawker v. New York, 170 U. S. 189, 18 Sup. Ct. 573, 42 L. ed. 1002 
(1898) ; Washington v. Clark, 84 F. Supp. 964 (1949); People v. Crane, 214 
N. Y. 154, 175, 108 N. E. 427 (1915) (concurring) ; Hammond v. Lancaster, 
—— Md. , 71 A. (2d) 483, 485 (1950) (concurring); Parker v. Los 
Angeles County, cited note 4 (c) supra; Powell v. Unemployment Compensa- 
tion Board of Review, 146 Pa. Sup. 147, 22 A. (2d) 43 (1941). 

18 Bailey v. Richardson, 18 L. W. 2436 (1950); Friedman v. Schwellen- 
bach, 81 App. D. C. 365, 159 F. (2d) 22 (1946) cert. den. 330 U. S. 838, 67 
Sup. Ct. 979, 91 L. ed. 1285 (1947). 

19 Sherman, Loyalty and the Civil Servant, 20 Rocky Mr’. L. Rev. 381 (1948) ; 
Note (1947) 15 Gro. Wasu. L. Rev. 443; Note (1948) 61 Harv. L. Rev. 
1215; Note (1948) 96 U. or Pa. L. Rev. 381. See also, Black, J. and Douglas, 
J. dissenting in United Public Workers v. Mitchell, cited note 17 supra; Edger- 
ton, J. dissenting in Joint Anti-Facist Refugee Committee v. Clark, App. 
tM ol , 177 F. (2d) 79 (1949). 
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Act went beyond the scope of the “reasonable” test. The court then 
noted that the law penalizes the “free expression of views or espousals 
of doctrine” protected by the First Amendment and as such would 
be subjected to the “closest judicial scrutiny.” Such scrutiny re- 
vealed to the court serious contraventions of due process both sub- 
stantively and procedurally. Upon appeal the Appellate Division 
decided that the Supreme Court case of United Public Workers v. 
Mitchell was direct precedent for the Feinberg law and ruled that the 
First Amendment was not even in issue.”° 

Undoubtedly under the “reasonable” test the Feinberg law is valid. 
The contention of the lower court that party membership bears no 
reasonable relation to the advancement of the public welfare in that 
it is not a standard connected with fitness to teach overlooks the true 
scope of the test. The sole question should be whether such mem- 
bership is reasonably connected with the advancement of the public 
welfare. Once the outlawed conduct is conceded to fall within this 
broad power it should be immaterial that it does not fall within the 
limits of a narrower and more specific prerogative of government. 
But even under a provincial approach, the qualifications of a teacher 
in the public schools are more than pedagogical and could well em- 
brace loyalty to the existing form of government. 

Under the “clear and present danger” test the Feinberg law would 
be presumably more susceptible to judicial disfavor. On the inade- 
quate side of the ledger the following has been urged: (1) a serious 
substantive evil is lacking, i.e., there is no evidence of “wide-spread 
communist infiltration which threatens the American public” ** as 
attested by the results of the federal loyalty investigation, and (2) 
the law is not narrowly drawn to prevent the supposed evil but is a 
“dragnet encompassing all ideas and views.” ** On the other hand, 
the Attorney General of New York would contend in support of the 
law that (1) the existence of the danger is fully attested by the wide- 
spread conviction of the necessity for legislation of this character and 
by the adoption of similar statutes at the federal level ** which have 





20 Accord, Bailey v. Richardson, cited note 18 supra. But see supra note 19. 
Although freedom of association is not specifically protected by the Constitu- 
tion, the right to free speech would be seriously impaired were one prohibited 
from organizing or joining organizations to promote his views. Bowe v. Secre- 
tary of the Commonwealth, 320 Mass. 230, 69 N. E. (2d) 115 (1946); Shaw 
v. State, 76 Okla. Cr. 271, 134 P. (2d) 999 (1943). Freedom of speech is not 
confined to the realm of political and intellectual discussion. Thornhill v. Ala- 
bama, 310 U. S. 88, 60 Sup. Ct. 736, 84 L. ed. 1093 (1940); Cushman, LEapInc 
ConsTITUTIONAL Decisions p. 112 (1946). 

21 Brief of American Civil Liberties Union, cited note 5 supra, p. 19. 

22 Thid. 

23 Hatch Act, cited note 6 supra; Federal Loyalty Program, cited note 1 
supra; Taft-Hartley Law (non-communist oath) cited note 70 infra. 
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been upheld in every case of attack,?* and (2) the law is narrowly 
drawn, requiring the Regents to name specific organizations, and 
those only which advocate the overthrow of the government by force, 
and prima facie disqualifying members of those organizations from 
teaching in the public schools.” 

The requirement of specificity would seem to be met by the Fein- 
berg law but the more acute question would be whether the Supreme 
Court would abandon its previous restraint and in the light of pres- 
ent developments accept as a matter of common knowledge ** that 
the activities of the Communist Party and the disciplined regimenta- 
tion of its members constitute a “clear and present danger” to the 
secure and effective operations of government. 


Guilt by Association 


It should be noted that up until now the Feinberg law has been 
examined in terms of substantive due process and the various tests 
which may or could be utilized by the Supreme Court in balancing 
the right to freedom of association against the inherent right of the 
sovereign to regulate its own internal operations. However, a some- 
what related problem is generated by this law which makes member- 
ship in any organization listed by the Board of Regents as subversive 
prima facie evidence of disqualification for appointment to or reten- 
tion in the public schools. Thus, as a practical matter, a teacher 
could be disqualified solely on the basis of membership and without 
any positive manifestation of individual disloyalty. Protestants of 
the unconstitutionality of such laws contend that they adopt the 
repugnant doctrine of “guilt by association” and their application is 
a denial of due process of law. 

In 1920 there was probably the first attempt to establish legisla- 
tive recognition of the doctrine.” In that year Congress amended 
the Immigration law by adding to the previously established grounds 
for deportation “membership in or affiliation with any organization 





24 Joint Anti-Facist Refugee Committee v. Clark, cited note 19 supra; cases 
cited note 18 supra; United Steelworkers of America v. National Labor Rela- 
tions Board, 18 L. W. 4298 (1950); National Maritime Union of America v. 
Herzog, 78 F. Supp. 146 (1948). 

25 Reply Brief for Appellants in appeal of Thompson v. Wallin (cited note 
14 supra) at pp. 50, 51. 

26 The Supreme Court has never taken judicial notice of the aims and pur- 
poses of the Communist Party. Groner, supra note 2; Schneiderman v. United 
States, infra note 32; accord, Ex parte Fierstein, 41 F. (2d) 53 (C. C. A. 9th, 
1930); State v. Reeves, 5 Wash. (2d) 637, 106 P. (2d) 729 (1940) ; contra, 
In re MacKay, 71 F. Supp. 397 (N. D. Ind. 1947); Powell v. ae 
Compensation Board of Review, cited note 17 supra; In re Andrews Co., N. 
R. B. No. 10-CA-201 (Dec. 6, 1949). Cf. Kessler v. Strecker, 307 U. S. 22, 59 
Sup. Ct. 694, 83 L. ed. 1082 (1939). 

27 Note (1948) 61 Harv. L. Rev. 592. 
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that writes . . . matter advising, advocating, or teaching opposition 
to all organized government . . . .” *® Now such statutes are com- 
mon at both the federal *® and state levels.*° But until recently there 
has been little judicial denunciation of the doctrine.** This was first 
evidenced in the leading case of Schneiderman v. United States * 
whose importance lies in the advanced position there taken by the 
Court that guilt by association is not confined to criminal statutes. 
In that case a federal district court had found defendant attached to 
the principles of the Constitution and had granted him full citizenship 
rights. Twelve years later a suit was brought to cancel the decree 
because defendant was an active and prominent communist at the 
time of the original decree. No charges were made that defendant 
was guilty of crime, sabotage or subversive activities but the govern- 
ment contended that since he had been an admitted communist he 
must have believed in the overthrow of the Constitution by force and 
violence. The Supreme Court reversed the lower court’s finding and 
held there was insufficient evidence of defendant’s individual guilt. 
The Court added: 


Under our traditions beliefs are personal and not a matter of 
mere association . . . men adhering to a political party or other 
organization notoriously do not subscribe unqualifiedly to all of 
its platforms or asserted principies.** 


2841 Star. 1008 (1920), 8 U. S. C. §137 (1946). 
29 Infra note 70. 
80 Groner, cited note 2 supra. 


31 Some of the reasons for the rejection of the doctrine by Anglo-Americans 
were stated by Lord Macaulay in 1828 in his essay on Hallam’s “Constitutional 
History” where he said (concerning Queen Elizabeth’s action against the Cath- 
olics in England in the Sixteenth Century)—‘“But to argue that, because a man 
is a Catholic, he must think it right to murder a heretical sovereign, and that 
because he thinks it right he will attempt to do it, and then, to found on this 
conclusion a law for punishing him as if he had done it, is plain persecution. . . . 
Man, in short, is so inconsistent a creature that it is impossible to reason from 
his belief to his conduct... .” Perhaps the earliest denunciation of the doctrine 
of guilt by association was in 1920 after the New York Assembly had suspended 
five members of the Socialist Party from teaching on the basis of the disloyalty 
of that organization. In denouncing this expulsion, Charles Evans Hughes, 
later Chief Justice of the United States, said: “... it is of the essence of the 
institutions of liberty that it be recognized that guilt is personal and cannot be 
attributed to the holding of opinion or to mere intent in the absence of overt 
actions.” N. Y. Lecis. Doc. No. 30, 143rd Sess. 4 (1920). Similar attacks have 
been launched against the doctrine by the Supreme Court. Knauer v. United 
States, 328 U. S. 654, 669, 66 Sup. Ct. 1304, 90 L. ed. 1500 (1946); Bridges v. 
Wixon, 326 U. S. 135, 163, 65 Sup. Ct. 1443, 89 L. ed. 2103 (1945) ; DeJonge v. 
Oregon, 299 U. S. 353, 365, 57 Sup. Ct. 255, 81 L. ed. 278 (1937) ; Herndon v. 
Lowry, 301 U. S. 242, 258, 57 Sup. Ct. 732, 81 L. ed. 1066 (1937). 


32 320 U. S. 118, 63 Sup. Ct. 1333, 87 L. ed. 1796 (1943); Note (1943) 12 
Geo. WasH. L. Rev. 215. 


33 Jd, at p. 136. 
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A second leading case, and one in the criminal field, is Dunne v. 
United States,°* which substantially undermines the Schneiderman 
rationale. This involved a criminal prosecution under the Smith Act 
of 1940 *° which, modeled after an espionage law of the first World 
War, is today the most frequently evoked federal statute in subver- 
sive prosecution. The Act makes it a crime 


to organize or help to organize any society, [or] group... who 
teach, advocate, or encourage the overthrow or destruction of 
any government in the United States by force or violence; or to 
be or become a member of . . . any such society . . . knowing the 
purposes thereof.*® 


It was contended in Dunne that this penalized membership and fell 
within the general view that statutes making association itself a crim- 
inal act are unconstitutional.**7 However, the court ruled that the 
statutory requirement of knowledge would not include within the 
tenor of the act one who had joined while ignorant of the group’s 
unlawful objectives and who remained passive and uninformed.** 
This insistence on knowledge, which was an unconsidered factor in 
Schneiderman, has been recently reiterated in the trial in New York 
where twelve Communists were convicted under the Smith Act. There 
Judge Medina charged the jury: 


I charge you that under our system of law, guilt is purely per- 
sonal and that you may not find any of the defendants guilty 
merely by reason of the fact that he is a member of the Com- 
munist party of the United States of America, no matter what 
you find were the principles and doctrines which were taught 
or advocated by the party during the period defined in the 
indictment.*® 


34138 F. (2d) 137 (C. C. A. 3d, 1943) cert. den. 320 U. S. 790, 64 Sup. 
Ct. 205, 88 L. ed. 476 (1943), rehearing den. 320 U. S. 814, 64 Sup. Ct. 260, 88 
L. ed. 492 (1943), motion for leave to file second petition for rehearing granted 
and rehearing denied 320 U. S. 815, 64 Sup. Ct. 426, 88 L. ed. 493 (1944): 

35 54 Star. 671 (1940). 

36 Jd. 

37 People v. Beleastro, 356 Ill. 144, 190 N. E. 301 (1934); City of St. Louis 
v. Fitz, 53 Mo. 582 (1873). But cf. People v. Pieri, 269 N. Y. 315, 199 N. E. 
495 (1936). Some courts have refused to interpret literally statutes penalizing 
mere membership in any organization and have demanded active participation 
by the member. Shaw v. State, cited note 20 supra; People v. Lloyd, 304 IIl. 
23, 136 N. E. 505 (1922); contra, Ex parte Vilarino, 50 F. (2d) 582 (C. C. A. 
9th, 1931); Skeffington v. Katzeff, 277 Fed. 129 (C. C. A. Ist, 1922); United 
States v. Wallis, 268 Fed. 413 (S. D. N. Y. 1920). 

38 See, National Maritime Union of America v. Herzog, cited note 24 supra 
at p. 170, where the court suggested that if a member of a subversive group “is 
ignorant of its aims, his ignorance is enough to disqualify him for a responsible 
post. If he is aware of the aims of the Party, his enmity to them is obviously 
too weak to compel him to forego association with a group pursuing those aims.” 
a _ States v. Foster, 9 F. R. D. 367, 390 (1949) (Defendant’s Request 

o. 39). 
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Judge Schirick in invalidating the Feinberg law reasoned that the 
“only factual basis for disqualification under the statute is the fact 
of membership. . . . As to the individual no proof of illegal purpose 
or action is required... .” This is “guilt by association with a 
vengeance.” *” The majority of the cases cited by the court ** in- 
volved criminal statutes but it is quite clear that since Schneiderman 
the doctrine of guilt by association reaches non-penal statutes whose 
effects are drastic. Certainly the dismissal from public service on 
grounds of disloyalty involves as severe a penalty as denaturalization 
and deportation.*® However, it should be noted that the statute in- 
volved in Schneiderman was not voided. Judicial attack was directed 
against administrative determinations pursuant to the statute. The 
Appellate Division, on appeal, held that the Feinberg law did not 
impute individual guilt conclusively but merely made the association 
prima facie evidence. However, this playing on words obviously 
overlooks substance. It is quite true that, as the lower court held, 
membership in a subversive organization is per se grounds for dis- 
qualification. The only effect of the presumption is not to ameliorate 
the consequence of membership but to cast the burden of proof upon 
the accused to prove non-membership. If this defense is not proved, 
disqualification follows. 

It would seem that under Schneiderman judicial attention would 
be directed toward the Feinberg law as administered. Here the ra- 
tionale of the Dunne case is followed. Quoting from a letter by the 
Chairman of the Regents Special Committee on Enforcement of the 
Feinberg law: 

It should also be noted that the prima facie evidence rule 
called for by the Feinberg Law is made applicable only to those 
who are members of a listed organization 10 days after the list- 
ing has been published; or, in other words, only to those who 
with full knowledge of the inquiry, hearing and finding of the 
Board of Regents knowingly persist in belonging to an organiza- 
tion which the Regents as an administrative body have found 
does advocate the overthrow of the government by force. This 
is not guilt by association, but instead is guilt by reason of 
either joining or continuing to belong to such a subversive organ- 


ization with full knowledge of the administrative determination 
of the Regents.** (Emphasis supplied). 





40 Cited note 14 supra, p. 292. 

41 See supra note 31. 
, 5 +. acme and Jones, Communists in Federal Agencies (1949) 58 YALE 
re ee 

43 Ltr. addressed by the Chairman of the Regents Special Committee on En- 
forcement of the Feinberg law, Regent Welles V. Moot to the Attorney General 
of New York on January 5, 1950 (the Itr. contains a practical construction of 
the law in detail by the public officers charged with its enforcement). 
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Concededly much can be said in favor of the federal approach which, 
under the President’s Loyalty Program, makes membership in a 
subversive organization only one of the considerations which deter- 
mine individual disloyalty ** but this is a rule of policy and not neces- 
sitated by the principles of Schneiderman. 


Procedural Due Process 


The third contention advanced against the Feinberg law and ac- 
cepted by the lower New York court was that the procedure pursued 
violated the Fourteenth Amendment. 

It is well established that the executive power of removal is dis- 
cretionary *° and that procedural due process does not restrict that 
discretion.** Further, since a government employee has no property 
right in a public position there is usually no right of judicial appeal 
and courts will not review the action of executive officials in dismis- 
sing executive employees except to insure compliance with statutory 
requirements.** The possibility of executive abuse is said not to dero- 
gate from the validity of the power. These principles are but a reit- 
eration of those previously discussed under substantive due process. 

However, Judge Schirick, who was critical of the established view 
of unlimited proprietary power as to substantive due process, held 
that the Feinberg law must also measure up to the requirements of 
procedural due process in the form of a quasi-judicial hearing. No 
cases were cited in support of this stringent requirement and federal 
decisions have specifically rejected it. Specifically the court con- 


44 Five other activities are specified, such as sabotage, treason, advocacy of 
revolution, unauthorized disclosures, and serving the interests of another gov- 
ernment in preference to the interests of the United States. Ex. O. 9835, Part 
v, §2 cited note 1 supra. Whereas these and less tangible factors all enter into 
the final determination of disloyalty, several officials of the program have been 
reported to have said that in virtually every case dismissals have rested almost 
wholly on grounds of either Communist Party membership or evidence of strong 
attachment to communist principles. Phillips, N. Y. Times, March 26, 1950. 
In fact this is evident from the record in Bailey v. Richardson, cited note 18 
supra. The President’s Loyalty Program has been severely criticized in this 
respect. O’Brian, Loyalty Tests and Guilt by Association (1948) 61 Harv. 
L. Rev. 592, 608. 

45 Humphrey’s Executor v. United States, 295 U. S. 602, 55 Sup. Ct. 869, 79 
L. ed. 1611 (1935); Myers v. United States, 272 U. S. 52, 47 Sup. Ct. 21, 71 
L. ed. 160 (1926); Bailey v. Richardson, cited note 18 supra; Field, Crvi 
Service Law § 205 (1939). 

46 Friedman v. Schwellenbach, cited note 18 supra; Levine v. Farley, 70 App. 
D. C. 381, 107 F. (2d) 186 (1939) cert. den. 308 U. S. 622, 60 Sup. Ct. 377, 
84 L. ed. 519 (1940) ; Wetzel v. McNutt, 4 F. Supp. 233 (S. D. Ind. 1933) ; 
2 Cooley, ConstiruTionaL Limitations 746 (8th ed. 1927) and cases there 
cited. 

47 Dodge v. Board of Education, 302 U. S. 74, 58 Sup. Ct. 98, 82 L. ed. 57 
(1937); Taylor v. Beckham, 178 U. S. 548, 20 Sup. Ct. 890, 44 L. ed. 1187 
(1900) ; Crenshaw v. United States, 134 U. S. 99, 10 Sup. Ct. 431, 33 L. ed. 
825 (1890). 
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tended that (1) no hearing is required by the Board of Regents in 
listing an organization as subversive, and (2) the individual accused 
is given no notice of any hearing which may be had of the nature of 
his organization, is afforded no opportunity to be present, to confront 
witnesses, to cross-examine, to adduce evidence of his own, or to 
argue to the Board of Regents the merit of his organization. Further, 
in briefs on appeal, it was urged that the law contains no specific pro- 
visions for judicial review, as to the administrative determinations of 
a teacher’s membership in a proscribed organization or of an organi- 
zation’s subversive character. Many of these problems were an- 
swered by the Appellate Division on appeal and others by the Attor- 
ney General of New York in his brief.** 

First, it is questionable whether a statute which does not direct 
unconstitutional procedures may be challenged on the ground that 
such hearing is not provided for.*® Repeated decisions by the Su- 
preme Court make it clear if a statute neither expressly nor impli- 
edly authorizes unconstitutional procedure, it is immune to the con- 
tention that constitutional rights to notice and opportunity for hear- 
ing are denied.*° Should the administrative enforcing agency fail to 
accord the required procedure it would at most justify an objection 
to the administrative determination rather than to the statute it- 
self.* Viewed in this light the attack on the procedural aspects of 
the law were premature and the Appellate Division, on appeal, so 
held.*? 

Second, the law itself expressly directs the Board to make listings 
of organizations which it finds to be subversive “after such notice 
and hearing as may be appropriate.” To state the law is to answer 
Judge Schirick’s contention. Nor, as pointed out by the Appellate 
Division, should the words, “as may be appropriate” be construed as 
vesting in the Board the arbitrary power to grant or withhold a hear- 
ing or as delegating “untrammelled discretion” but as a cautious 
admonition to the Board that’ the required hearings be adequate. It 
may be observed that the law has been subsequently interpreted by 
the Board as requiring a public hearing and prior to the first listing 
of a subversive organization the Communist Party was heard, repre- 

48 Appellants Brief, pp. 25-34, in appeal of Thompson y. Wallin, cited note 14 
MEO See United States v. Petrillo, 332 U. S. 1, 11, 67 Sup. Ct. 1538, 91 L. ed. 
1877 (1947). 

50 Toombs v. Citizens’ Bank of Waynesboro, 281 U. S. 643, 50 Sup. Ct. 434, 
74 L. ed. 1088 (1930); Bratton v. Chandler, 260 U. S. 110, 43 Sup. Ct. 43, 67 
L. ed. 157 (1922). 

51 American Power & Light Co. v. S. E. C., 329 U. S. 90, 108, 67 Sup. Ct. 
133, 91 L. ed. 103 (1946); Minnesota v. Probate Court, 309 U. S. 270, 275, 60 


Sup. Ct. 523, 84 L. ed. 744 (1940). 
52 Cited note 16 supra. 
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sented, and given full opportunity to defend the merits of its organi- 
zation.** This hearing prior to the listing of an organization is not 
available under the President’s Loyalty Program. 

Finally, in answer to briefs filed on appeal, both the determination 
of the Board in listing an organization as subversive and a deter- 
mination of the Board finding a teacher disqualified are subject to a 
full review in the courts under other New York statutes.°* This 
judicial review is an additional safeguard which even the President’s 
Loyalty Program, with its hierarchy of administrative appeals, does 
not contemplate. 

The Feinberg law, it is submitted, does not reflect the alarm that 
“an official act of such far-reaching consequences is permitted . 
without even the scrutiny of a hearing,” °° although concededly the 
hearing does not provide for confrontation and cross-examination 
(required of quasi-judicial hearings ).°° 


Bills of Attainder 


The fourth major contention against the Feinberg law and sus- 
tained by the lower court was that it constituted a bill of attainder. 
This restriction upon both the federal °* and state ** governments has 
received little recognition since the period following the Civil War 
but as a result of recent decisions looms as a formidable weapon in 
the fight against subversive legislation.*® The contours of the law 


were first shaped in two companion cases decided in 1867, Cummings 
v. Missouri ® and Ex parte Garland.** The Cummings case involved 





53 See supra note 43. 

54 New York Civil Practice Act, Art. 78, § 1284 provides a right of review 
from the determination of a body or officer “which involves an exercise of judg- 
ment or discretion.” A disqualified teacher has several methods of review from 
which to choose—(a) Civil Service Law § 12-a, subd. d—‘A person dismissed 
or declared ineligible may within four months of such dismissal or declaration 
of ineligibility be entitled to petition for an order to show cause . .. why a 
hearing on such charges should not be had. ... The hearing shall consist of 
the taking of testimony in open court with opportunity for cross-examination. 
The burden of sustaining the validity of the order of dismissal or ineligibility 
by a fair preponderance of the credible evidence shall be upon the person making 
such dismissal or order of ineligibility’; (b) Education Law §310 (right to 
petition the Commissioner of Education); (c) Education Law § 2523, subd. 5 
(alternative right under Civil Practice Act, supra this note). But even the 
absence of specific provision for judicial review is no deprivation of it. Estep v. 
United States, 327 U. S. 114, 119, 66 Sup. Ct. 423, 90 L. ed. 567 (1946). 

55 Brief cited note 5 supra, p. 29. 

56 Morgan v. United States, 304 U. S. 1, 14, 15, 58 Sup. Ct. 773, 87 L. ed. 
1129 (1937). 

57 Art. 1, Sec. 9 (3) Unrrep States ConstituTion. 

58 Art. 1, Sec. 10 (1) id.; 1 Cooley, ConstiruTionaL Limitations 536 (8th 
ed. 1927). 

59 See, Norville, Bill of Attainder—A Rediscovered Weapon Against Dis- 
criminatory Legislation, 26 Orec. L. Rev. 78 (1947). 

60 4 Wall. 277 (U. S. 1867). 

614 Wall. 333 (U. S. 1867). 
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a provision in the Missouri Constitution which required a loyalty 
oath as a prerequisite to professional practice. A Catholic priest was 
convicted for teaching without taking this oath which required an 
applicant to affirm that he had never “been a member of, or connected 
with, any order, society or organization, inimical to the government 
of the United States. ” The Supreme Court invalidated the 
provision as a bill of attainder which it defined as a “‘legislative act 
which inflicts punishment without a judicial trial.” ® Closely analo- 
gous facts, involving the practice of law, were similarly disposed of in 
the Garland case. Only two subsequent cases presented the issue to 
the Court until 1946.°° In that year United States v. Lovett ** was 
decided and it is to date the leading decision illustrating the impact 
of bills of attainder on public employment legislation. 

Spurred on by a feeling in the House of Representatives, particu- 
larly in the Committee on Un-American Activities, that many sub- 
versives were occupying influential positions in the government and 
should be eliminated from the public service, Congress began the 
practice of including in all appropriation acts a prohibition on the 
holding of federal jobs by members of any political party that advo- 
cated the overthrow of the government.® Investigations were car- 
ried out by the Federal Bureau of Investigation whose reports with 
those of the Dies Committee were examined by a special subcommit- 
tee organized by the Congress for that purpose. Respondents were 
named as subversive by that Committee and included in a subsequent 
appropriation Act which provided: 

No part of any appropriation, allocation, or fund (1) which is 
made available under or pursuant to this Act, or (2) which is 
now, or which is hereafter made, available under . . . any other 
Act, to any department, agency, or instrumentality of the United 
States, shall be used . . . to pay any part of the salary, or other 


compensation for the personal services, of . . . Watson, . 
Dodd . . . and Lovett.** 


The Court, in invalidating this section, reaffirmed the Cummings de- 
cision and stated the rule to be that: 


. legislative acts, no matter what their form, that apply 
either to named individuals or to easily ascertainable members 
of a group in such a way as to inflict punishment on them 
without a judicial trial are bills of attainder. . . .% 





62 Supra note 60, p. 323. 

63 Hawker v. New York, cited note 17 supra; Dent v. West Virginia, 129 U. 
S. 114, 9 Sup. Ct. 231, 32 L. ed. 623 (1889). 

64 328 U. S. 303, 66 Sup. Ct. 1073, 90 L. ed. 1252 (1946). 

65 $4 Stat. 611 (1941), 15 U. S. C. $721, 728 (Supp. 1945). 

6657 Stat. 431, 450 (1943). 

87 Supra note 64, p. 315. 

8 
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Mr. Justice Black, speaking for the majority, observed that the sec- 
tion “clearly accomplishes the punishment of named individuals with- 
out a judicial trial” and that this “permanent proscription from any 
opportunity to serve the Government is punishment” and “no less 
galling . . . than if it had been done by an Act which designated 
the conduct as criminal.” * 

It would be sterile inquiry at this point to examine the historical 
correctness of the Lovett interpretation as did Mr. Justice Frank- 
furter in dissent, but cognizance must be given to the vast extension 
in principle that the decision represents. Prior decisions had 
thwarted attempts to deprive rights to pursue ordinary vocations un- 
der the threat of criminal penalties whereas Lovett would be operative 
where only privileges and civil penalties are involved. Since this test 
was enmeshed with far-reaching consequences, it could be expected 
that the lower federal courts would give it limited application. Sub- 
sequent decisions make it clear that the offensive element in the 
appropriation Act invalidated in Lovett was the permanent proscrip- 
tion from government service and not the mere dismissal.® 

It is against this background of procedure that the Feinberg law 
must stand or fall. First, do these laws apply to “easily ascertain- 
able members”?*° Section 1 of the law, which is the preamble, 
twice refers to the Communist Party by name in declaring that laws 


prohibiting persons who are members of subversive groups “such as 
the communist party” from employment in the schools be rigorously 
enforced. No such specificity is present in the principal sections of 
the Act. Yet, the lower court of New York felt compelled to read 
Section 1 in conjunction with the sections directing the Regents to 
list subversive organizations and that when thus read “the conclusion 
is inescapable that the Board of Regents is directed and required to 


68 Jd. at p. 316. 


69 Bailey v. Richardson, cited note 18 supra; Washington y. Clark, cited note 
17 supra. 


70Tt has been observed that in order to avoid attainder, statutes punishing 
membership in unlawful societies have generally defined these in terms of their 
objectives. See, Note (1949) 17 U. or Cur. L. Rev. 148. Undoubtedly legis- 
lation designed to outlaw directly the Communist Party would be challengeable. 
Cf. H. R. 3290, 81st Cong. Ist Sess. (1949). The Supreme Court in United 
Steelworkers v. National Labor Relations Board, cited note 24 supra, held that 
§9(h) of the Labor Management Relations Act of 1947 [61 Strat. 136, 146 
(1947), 29 U. S. C. §$ 141, 159(h) (Supp. 1946)] did not constitute a bill of 
attainder. The Court distinguished the Lovett case as involving punishment for 
past actions whereas the individuals or groups involved in the Taft-Hartley Act 
would be “punished” for future conduct. Cf. Inland Steel Co. v. National 
Labor Relations Board, 170 F. (2d) 247, 267 (C. A. 7th, 1948). And the Presi- 
dent’s Loyalty Program is not bound by the Lovett principle since it involves no 
proscription by a legislative body. Washington v. Clark, cited note 17 supra. 
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list the Communist Party as a subversive organization.” ** This 
would seem to place undue emphasis upon forced reasoning and the 
question could be resolved by a more sophisticated approach in the 
direction of recognized canons of statutory construction. The an- 
swer lies in the fundamental rule that where there are two possible 
interpretations of a statute, by one of which it would be unconstitu- 
tional and by the other valid, courts will adopt the one which will 
save the Act. No case has been found which could suggest that the 
preamble of a statute should be read with the directory sections for 
purposes of attainder. 

Secondly, do these laws “inflict punishment”? Clearly under the 
broad holding in the Lovett case the lower court was on firm ground 
in finding punishment implicit in the Feinberg law but a close 
analysis of Lovett and Cummings would have divulged patent dis- 
tinctions. To the extent that subsequent modifications of the Lovett 
principle are acceptable to the Supreme Court, the Feinberg law does 
not constitute a bill of attainder since it does not direct a “permanent 
proscription” from the public service. 


Conclusion 


Since the Supreme Court has never passed on the constitutional 
issues involved in a statute barring members of the Communist Party 
from public employment much is left to speculation. Manifestly the 
duty of the Court would be to balance the extent of the guarantee of 
freedom of association against a state enactment designed to protect 
a democratic society from the supposed evil of communist infiltration. 

It is an oversimplification to say that the right of the state in this 
regard is unlimited. The Mitchell case makes it clear that the govern- 
ment-employer is bound by substantive due process. More contro- 
versial is whether the usual test of “reasonableness” or the “clear and 
present danger” test of Schenck is the applicable judicial standard. 
Many considerations favor a bold change in position by the Court 
towards the adoption of the latter. Yet this test should not be ap- 
plied in a vacuum and without giving any cognizance to the real 
world in which we live. It is difficult to believe that the Supreme 
Court would be oblivious to the notorious Communist technique of 
infiltrating our own and other governments and the conceded aims 
of the Party and hold that no clear and present danger exists to 
justify such as the Feinberg law.*? 


71 Cited note 14 supra, p. 285. 
72 Jackson, J., concurring in United Steelworkers v. National Labor Relations 
Board, cited note 24 supra, concluded that Congress could rationally conclude, 
and the judiciary could not ignore, that the “Communist Party is a conspira- 
torial and revolutionary junta.” In a rare judicial excursion the justice dis- 
cussed four principal characteristics of the Communist Party: (1) The goal 
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Although guilt by association has been widely denounced by the 
Supreme Court, no civil statute has as yet been held unconstitutional 
on that basis. The Schneiderman decision must be recognized as 
being narrowly limited by the rationale in Dunne. The administra- 
tive procedures devised pursuant to the Feinberg law are in line with 
the latter. 

Acceptance of the thesis that the proprietary powers of a state are 
unlimited would render procedural due process inapplicable. How- 
ever, the assumption that “fundamental rights” or consequences “akin 
to treason” are at issue in disloyalty dismissals may well require some 
superior concept of a fair hearing short of that required in recognized 
quasi-judicial proceedings. The policy of the federal and state gov- 
ernments has been in that direction. Although the Feinberg law does 
not conform to the high standard set by the lower New York courts, 
procedurally it is a sound compromise between the proprietary rights 
of government and the usually unyielding rights of individuals. As 
a matter of constitutional law, it provides procedural safeguards not 
found in the Federal Loyalty Program and the latter has been upheld 
by the courts in every case of attack. 

To the extent that subsequent interpretations of the Lovett case 
are correct the objection directed to the constitutional prohibition of 
bills of attainder is rendered largely impotent. The Feinberg law 


makes no attempt to permanently proscribe anyone from public 
employment. 


Grorce A. BURROUGHS. 


of the Party is to seize powers of government by and for a minority rather than 
to acquire power through the vote of a free electorate; (2) It alone of American 
parties past or present is dominated and controlled by a foreign government; 
(3) Violent and undemocratic means are the calculated and indispensable means 
to attend the Party’s goal; (4) Every member of the Communist Party is an 
agent to execute the Communist program. 





RECENT CASES 


ADMINISTRATIVE LAW—APPLICABILITY OF SECTIONS 5 AND 7 OF 
THE ADMINISTRATIVE PRocEeDURE Act.—At a hearing which did not 
conform to requirements of the Administrative Procedure Act of 
June 11, 1946, 60 Strat. 237, 5 U. S. C. $$ 1001 et seg. (1946), 
deportation was ordered of Wong Yang Sung, a native and citizen 
of China, who was arrested for being unlawfully in the United 
States. Sung then sought release by habeas corpus proceedings in 
the District Court for the District of Columbia which court discharged 
the writ. 80 F. Supp. 235 (D. C. 1948), Note (1949) 17 Geo. 
Wasu. L. Rev. 235. This was affirmed by the court of appeals, 174 
F. (2d) 158 (1949), and certiorari was granted by the Supreme 
Court. Held, deportation proceedings must conform to the require- 
ments of the Administrative Procedure Act; therefore, the writ of 
habeas corpus was sustained and the release of the prisoner was 
was directed. Wong Yang Sung v. McGrath, 339 U. S. 33, 70 Sup. 
Ct. 445 (1950). 

Under Section 5 of the Act, conformity to its formal requirements 
is necessary “in every case of adjudication required by statute to be 
delivered on the record after opportunity for an agency hearing.” 
Since the Immigration Act of February 5, 1917, 39 Start. 874, au- 
thorizing deportation, contains no express requirement for any hear- 
ing or adjudication, the question to be determined was whether or 
not this precluded the application of the Act. In determining that 
the Act was applicable, the Court stated at p. 454 that without a 
hearing there would be no constitutional authority for deportation 
as “the constitutional requirement of procedural due process of law 
derives from the same source as Congress’ power to legislate and, 
where applicable, permeates every valid enactment of that body.” This 
position was taken in an earlier case decided by the Supreme Court, 
The Japanese Immigrant Case, 189 U. S. 86, 101, 23 Sup. Ct. 611, 
47 L. ed. 721 (1903), involving an antecedent deportation statute, 
in which the Court held that a hearing must be provided at least 
for aliens who had not entered clandestinely and who had been here 
some time even if illegally. In that case, the Court set forth a reason- 
able construction of the acts of Congress which were then in ques- 
tion. Without stating that the Constitution formed an integral part 
of every act, that Court expressed the opinion that the interpretation 
to be adopted should be one which brings the acts into harmony with 
the Constitution, without nullifying the import of the words used. 

Here, the action of the immigration inspector involved an issue 
basic to human liberty and happiness, and perhaps to life itself. 
Consequently, the implication to be obtained is that a hearing is re- 
quired by constitutional compulsion, and the limitation to hearings 
“required by statute” in Section 5 of the Act does not exempt these 
proceedings from that section’s application. 

Thus, several years of uncertainty and legal argument has culmi- 
nated in a clear cut solution to the problem. Recognizing that a 
hearing in deportation proceedings was required by law, or by impli- 
cation, Eisler v. Clark, 77 F. Supp. 610 (1948) ; The Japanese Im- 
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migrant Case, supra; Kwock Jan Fat v. White, 253 U. S. 454, 40 
Sup. Ct. 566, 64 L. ed. 1010 (1920), the Department of Justice never- 
theless strenuously urged that the legislative history of the Act bore 
out the contention that the Act was only to be applicable where a hear- 
ing is specifically required by statute. Similarly, proponents of the 
argument that the Act should be applicable to deportation proceed- 
ings contended that the legislative history of the Act proved their 
argument. As Mr. Justice Jackson stated, with reference to both 
arguments, “The legislative history is more conflicting than the 
text is ambiguous ;” Wong Yang Sung v. McGrath, supra at p. 454, 
therefore, the issue was not decided on the basis of legislative intent 
or history. To the contrary, the Court read into the Act the limi- 
tation that hearings “required by statute” applied only to those 
hearings wich agencies may hold by regulation, rule, custom, or 
special dispensation, in order to save the statute from invalidity. In 
determining that the Act is applicable when an agency hearing is 
held by constitutional compulsion, the Supreme Court has set forth 
a doctrine which requires no interpretation but which necessitates 
adjudication of similar issues to determine which agencies will now 
have to comply with the Act. 

In reaching its conclusion, the Supreme Court, in Sung v. McGrath, 
supra, struck out at two basic administrative evils; lack of uniform- 
ity of procedure and standardization of administrative practice 
among diverse agencies whose customs had departed widely from 
each other, and the practice of embodying in one person or agency 
the duties of both prosecutor and judge. Stressing the latter as 
being particularly objectionable, the Court noted that those were two 
of the evils which disinterested and competent students had found 
to exist, and represented the situation which gave impetus to the de- 
mand for the reform which Congress intended the Act to accomplish. 
The Court further stated at pp. 451, 452 that “It is the plain duty of 
the courts, regardless of their views of the wisdom or policy of the 
Act, to construe this remedial legislation to eliminate so far as its 
text permits the practices it condemns.” 

No weight was accorded to the argument that application of the 
Act would cause inconvenience and added expense to the Immigra- 
tion Service and the other agencies to which it applied. That -was 
held to be a problem for Congress to determine, “. . . and Congress 
has determined that the price for greater fairness is not too high.” 

This will serve as a valuable guide to future decisions in determin- 
ing the applicability of the Act in other agency proceedings. The 
same evils affect many agency hearings, and it will be the duty of 
the courts to cure or minimize the evils by application of the Act. 

One remaining question was answered by the Court in Sung v. 
McGrath, supra, namely whether the exception of Section 7(a) of 
the Act exempts deportation hearings held before immigrant in- 
spectors. Only if a provision of the Immigration Act, supra, had 
specifically provided that immigration inspectors shall conduct de- 
portation hearings or be designated to do so, would a hearing be 
exempted. The Court found that nothing was so provided in the 
Immigration Act, supra, and held that Section 7(a) of the Act did 
not exempt deportation hearings. R. B. H, 
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ConrLict or Laws—Renvor—Contracts.—Appellee Mason, an 
English actor, entered into an agreement with appellant Rose to en- 
gage in a motion picture production venture. A letter was sent by 
appellant to appellee in England where the latter indicated his ac- 
ceptance at the end of the letter. Mason sought a declaratory judg- 
ment that the letter did not constitute a valid contract since it was 
not intended to be, and could not be a formal contract as it was too 
indefinite regarding essential terms. Rose contended that the letter 
itself was a binding contract under the applicable law of California, 
where part of the performance was to take place and with which 
the transaction had the most real connection. This must result, he 
contended, even though under the conflict of laws rule of the forum 
the lex loci contractus was applicable. He contended that a court 
in England, the locus contractus, would look to the law to which 
the parties intended, or might fairly be presumed to have intended 
to submit the contract, namely, the law of California in the instant 
case. Held, affirming the decision of the court below, that it was 
unnecessary to decide whether an English court would look to its 
internal law or to California decisions to determine the validity of 
the letter contract. Whether it be assumed that an English court 
would look to the internal law of California or to the English de- 
cisions, under either, the letter was too indefinite to be given effect 
as a binding contract. Mason v. Rose, 176 F. (2d) 486 (C. A. 2d, 
1949). 

Frank, J., concurring, agreed that the New York conflict of laws 
rule of lex loci contractus was controlling, but expressed an opinion 
that the majority of the court needlessly took a position in consider- 
ing the doctrine of renvoi. Where all agree on the result, and sub- 
stantially agree on the road by which the result was reached, the 
court “should be wary of unnecessarily stirring up the hornets’ nest 
of renvoi along the way.” 

While American case authority on the controversial doctrine of 
renvoi is extremely meager, academic analyses of the subject are 
multitudinous. The great weight of authority is against acceptance 
of the doctrine in any form. Indeed, the majority of eminent au- 
thorities write of it in most deprecatory terms as “illogical,” “incon- 
sistent with fundamental doctrines of the common law,” “deceptive,” 
“over-complicated,” “unsound” and “revolutionary.” See Griswold, 
Renvoi Revisited (1938) 51 Harv. L. Rev. 1165, 1170, 1173. The 
Restatement of Conflict of Laws §7 rejects the doctrine but in § 8, 
recognizes exceptions in cases of title to land and validity of divorce 
decrees. When an application of it does appear in one form or 
another in the cases, its opponents, whose skillful pens have ap- 
parently stabbed all life from the doctrine, are usually quite shocked. 
The problem is perhaps best stated as a question: “When the 
conflict-of-laws rule of the forum refers a jural matter to a foreign 
law for decision, is the reference to the corresponding rule of the 
conflict of laws of that foreign law, or is the reference to the purely 
internal rules of law of the foreign system; 1.e., to the totality of the 
foreign law, minus its conflict-of-laws rules?” Schreiber, The Doc- 
trine of the Renvot in Anglo-American Law (1918) 31 Harv. L. Rev. 


560 THE GEORGE WASHINGTON LAW REVIEW 


523, 525. See also Goodrich, Conriict or Laws (1927) 19; Beale, 
Conrtict or Laws (1935), Vol. 1, §7.3; Griswold, supra, 1170. 

The doctrine of renvoi is said to be “rejected” when the forum, 
in case it is referred to a foreign “law,” applies the internal law to 
which it is referred, i. ¢., the “totality of the foreign law, minus its 
conflict-of-laws rule.” The doctrine is “accepted” when the forum 
applies the totality of the foreign law, including its conflict of laws 
rule. In the latter instance no particular difficulty arises if, as in the 
principal case, there is a weiterverweisung, or transmission on to a 
third or fourth legal system, or if the conflict of laws rule of the 
forum and of the first reference are identical. If, however, there is a 
riickverweisung, or remission back to the law of the forum from the 
foreign conflict of laws rule, must this reference be not back to the 
total law of the forum? If so, a logical obstacle is encountered, viz., 
in what logical manner can the forum ever descend from the conflict 
of laws to the level of some internal law which can alone dispose 
of the legal question? This frustration has been variously termed 
“circulus inextricabilis,” “circular remission,” “international ping- 
pong,” or “logical cabinet of mirrors.” 

A number of theories have been suggested or applied in order to 
overcome the difficulty. One method, sometimes referred to as the 
“foreign court theory,” is that the forum pretends to sit as a court 
of the country to which it is referred by its conflict of laws rule. 
It then disposes of the case in the same manner as the foreign court 
would. If the foreign court would apply its internal law to the par- 
ticular case at hand, the forum does likewise. Conversely, if the 
foreign court would apply the internal law of the forum, the forum 
then will apply its internal law. This technique, strenuously advo- 
cated by Griswold, supra, is of comparatively early English origin. 

Another approach proceeds on the theory that the forum is directed 
to the totality of the foreign law, including its conflict of laws rule. 
One foreign conflict of laws rule refers the court back to pertinent 
law at the forum, not including the rule of law by which the first 
reference was made. The forum then stops after the second refer- 
ence and applies its internal law. This method has long been used 
by the Court of Cassation. See Cowan, Renvoi does not Involve 
a Logical Fallacy (1938) 87 U. of Pa. L. Rev. 34, 48. But see Gris- 
wold, Jn Reply to Mr. Cowan’s Views on Renvoi (1939) 87 U. or 
Pa. L. Rev. 257. 

The désistement theory is an alternative method reaching the 
same results as the above mentioned. There the forum refers to the 
foreign internal law, but the reference does not provide any law ap- 
plicable to the facts of the particular case, 7. e., no answer to the con- 
troversy is provided. Since the foreign law contains no rules gov- 
erning the jural matter it is said to “desist.” Thus, there exists an 
hiatus which the forum bridges by the application of its internal law. 
Griswold, supra at p. 1168. 

The principal argument advanced in favor of accepting the doctrine 
of renvoi is that uniform decisions on the same question will result 
in particular cases regardless of the forum. Extensive and arresting 
reasons both pro and con may be found in Abbot, Is the Renvoi a 
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Part of the Common Law? (1908) 24 L. Q. Rev. 133; Lorenzen, 
The Renvoi Theory and the Application of Foreign Law (1910) 10 
Cot. L. Rev. 190; Schreiber, supra; Mendelssohn-Bartholdy, REN- 
vor IN Mopern Enctiisu Law (1937); Griswold, supra; Cowan, 
supra. 

Forg-Dicth Heirs vy. Tax Adm’n., Court of Cassation, Clunet 64 
(1882), generally cited as Forgo’s Case, is an early French case il- 
lustrating acceptance of the renvoi. There the question was by which 
law the intestate’s movable property should devolve. The decedent 
was a Bavarian national who died in France where he had resided 
for many years. The French conflicts rule was that an alien de- 
cedent’s property should descend according to the law of the country 
of nationality. Thus the court was directed to the Bavarian law 
which pointed to the law of the domicile or of the place of usual 
residence as the governing law. The Court of Cassation accepted 
the renvoi and applied French internal law. 

Dupuy v. Wurtz 53 N. Y. 556, 573 (1873) was cited by the con- 
curring opinion in the principal case as an early dictum approving 
the renvoi. In that case, the validity of the testatrix’s will, according 
to the contestants, was destroyed since it was not executed according 
to the laws of France where the decedent had acquired a domicile 
even though the will at the time of execution was valid by the laws 
of New York where the decedent was domiciled at the time of exe- 
cution. The court rested its decision, upholding the will solely on 
the ground that the testatrix had not lost her New York domicile. 
However, in dictum the court said that the will was valid even 
though the decedent be found to have acquired a French domicile. 
This was so since a French court would have upheld the validity of 
the will so long as it was executed according to the law of the domi- 
cile of origin (foreign court theory see supra). Moreover, the 
French law of succession did not apply to aliens resident, or dom- 
iciled de facto in France at death who had not complied with Art. 13, 
Code Napoleon, which required government permission in order to 
acquire a legal domicile in France. Since reference abroad would 
not provide any applicable law, the forum could properly fill the 
legal vacuum by applying its law of succession (désistement theory, 
see supra). 

In Re Tallmadge, 109 Misc. 696, 181 N. Y. S. 336 (1919) was 
the first American case to consider and expressly reject the doc- 
trine. There the court held that the will of an American citizen 
who died domiciled in France should tbe construed according to 
French internal law. In rejecting the doctrine the court stated: 
“But, logically, why should the inquiry stop with the internal law of 
New York on the reference from French law? . . . In the first 
instance, the New York court, in seeking to apply the French law, 
was, by hypothesis, referred to the French conflict of laws rule, in- 
stead of its internal laws. Why not the same character of reference 
upon the return? . . . The logical result of this reference back and 
forth to the conflict of laws rule of the respective countries would be 
an indefinite oscillation between the two laws” (at p. 334). Griswold, 
supra, 1192n, 1204, criticizes the case and the result. He believes that 
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the court was not faced with an “endless chain” since there was evi- 
dence that a French court would have applied New York internal law. 

Lann v. United Steel Works Corp., 1 N. Y. S. (2d) 951, 957; 
166 Misc. 465 (1938) was cited with approval by Frank, J., in the 
instant case. It arose on a motion for summary judgment for the 
face amount of corporate bonds, payable at the payee’s option in 
Holland. The court held that its conflict of laws rule of lex loci 
solutionis pointed to the internal laws of Holland as controlling. One 
of the defendant’s contentions was that under the conflicts law of 
Holland, the bonds would be governed by the internal law of Ger- 
many and that by that law, there would be a good defense of vis 
major. The court, rejecting this contention, stated that “. . . in 
our jurisdiction the conflict of laws of Holland will not be applied. 
The conflict of laws of this state direct us to the laws of Holland and 
the applicable laws of Holland are its internal laws, not its conflict of 
laws. To adopt any other view would involve acceptance of the 
‘Renvoi’ doctrine, which has been rejected almost unanimously.” 

In Guernsey v. Imperial Bank of Canada, 188 Fed. 300 (C. C. A. 
8th, 1911), there was presented an interesting aspect of the renovi 
in the weiterverweisung sense. It was an action against the en- 
dorser on a promissory note made and endorsed in Illinois and 
payable in Canada. Presentment, demand, protest and notice of 
dishonor complied with the law of Canada. Counsel for the endorser 
argued that the sufficiency of notice of dishonor was governed by the 
law of the place of endorsement, not by the law of the place of 
payment. The court responded: “The place of the endorsement 
was the state of Illinois. The law of that state . . . is, that when 
commercial paper is endorsed in one jurisdiction and is payable in 
another the law of the place where it is payable governs . . . the 
time and manner of giving notice of dishonor, and the law of the 
place of endorsement is inapplicable to them. If, therefore, as coun- 
sel contend, the law of the place where the endorsement was made 
. . « governs the sufficiency of the notice of dishonor in this case, 
that notice was good, for it was sufficient under the law of Canada 
where the note was payable. . . .” (at p. 301). Thus the court, 
though not expressly, accepted the doctrine of the renvoi. See 
Schreiber, supra, at p. 569: “The case suggests . . . a fertile field 
for the application of the renvoi should it ever gain a foothold in our 
law, that is, in the field of the choice of law governing contractual 
validity and obligation.” 

University of Chicago v. Dater, 277 Mich. 658, 270 N. W. 175 
(1936) remains to be considered. Here, a married woman executed 
an obligation in Michigan under whose law she was incapable of 
contracting because of her coverture. The obligation, however, was 
accepted in Illinois, where a married woman can freely contract. The 
majority of the court held her not liable. They reached the result 
by looking to the whole of the lex loci contractus. Under that law 
the capacity of a feme covert is governed by the law of the place of 
execution and the court found further that an Illinois court would 
look to the internal law of the place of execution, thus an endless 
circle was avoided. Cf. In Re Freeman’s Appeal, 68 Conn. 533, 37 
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Atl. 420 (1897). But see Milliken v. Pratt, 125 Mass. 374, 28 Am. 
Rep. 241 (1878). Griswold, supra 1208. thoroughly approves of 
this case, saying: “Why should the court have looked only to the 
internal law of Illinois, and let an Illinois plaintiff succeed in Mich- 
igan when it could not have succeeded in Illinois where the contract 
was made?” However, Briggs, The Jurisdictional Choice-of-Law 
Relation in Conflicts Rules (1948) 61 Harv. L. Rev. 1165, 1194n, 
somewhat unfairly, it would seem, says of the case, “. . . the court 
fails to show sufficient consciousness of the nature of the problem 
involved for the case to be very helpful. The majority simply was 
looking for an excuse to apply its own law.” 

Finally, /n Re Tonkonogoff’s Estate, 177 Misc. 1015, 32 N. Y. 
S. (2d) 661, 672 (1941) should be mentioned. There is dictum 
in the case which seems to be illustrative of a growing tendency to 
look to the foreign law in its totality. The case involved a claim 
against the decedent’s estate based on an instrument signed by the 
decedent in Siberia in 1919. The instrument contained a promise 
to pay in England a certain sum “not later than the year 1930.” 
It was held that interpretation and validity of the instrument was 
to be governed by the lex loci contractus and that under Russian 
internal law it was void since it did not recite consideration. Also, 
the right of recovery was terminated by the substantive statute of 
limitations of Russia. The claimant asserted that the English 
statute of limitations saved his right. The court replied that the 
statutes of England were ineffective to extend the Russian ten year 
period of extinguishment and “Moreover, under the law of Russia, 
the law of the place of the making of the contract, and not the 
law of the place of performance, applies.” Since the conflict of 
law rules of both the forum and Russia were identical, no renvoi 
was in any way involved, but it would appear to show a con- 
sciousness of the “whole law approach.” 

Screibner, see supra, 527, has observed: “It is a little remarkable, 
in view of the vast number of cases involving the choice of the 
law governing the validity of a contract, that neither court nor 
counsel has suggested very clearly the possibilities of an application 
of the renvoi.” The doctrine of the principal case, in view of the 
illustriousness of the court which handed it down, may well serve 
to open new vistas in American conflict of laws, especially in re- 
spect to contracts; in terms of a reversal in attitude towards the 
doctrine. Speculation among scholars and the profession will doubt- 
less be rife with regard to whether this distinguished court would 
accept the renvoi in the narrower sense of remission. E. S., ITI. 


ConsTITUTIONAL Law—DveE Process—SEGREGATION IN PUBLIC 
ScHOOLs IN THE District oF CoLtumBiIA.—Browne Junior High 
School is a public school for Negro pupils in Washington, D. C. 
In the fall of 1947, it was so overcrowded that it was operated on 
a double shift. The adjacent Eliot Junior High for white students, 
however, had a single shift and surplus space. Later, in February 
1948, the double shift at Browne was eliminated by assigning some of 
its pupils to annexes in nearby elementary school buildings. Out 
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of the above fact situations, there arose two separate class suits 
against the Board of Education, one brought by Marguerite Carr, a 
Browne student, and the other brought by the Browne Parent- 
Teacher Association. Both suits sought to invalidate the city’s 
segregated school system. Both cases were lost by the plaintiffs in 
the district court and on appeal were consolidated. Held, that the 
District of Columbia’s segregated school system affords equal treat- 
ment to colored students and is therefore valid under the Constitu- 
tion and laws of Congress. Carr v. Corning; Browne Junior High 
School Parent-Teacher Association v. Magdeburger, 18 L. W. 2377 
(App. D. C. 1950). 

Both class suits requested mandatory injunctions in effect per- 
mitting Browne students to attend white junior high schools. In 
addition, plaintiff Carr asked for a declaratory judgment that such 
segregated schools were illegal. 

In the majority opinion, Judge Prettyman emphasized that both 
the use of the double shift and the use of elementary school build- 
ings for Browne students were temporary expedients only—used 
also with overcrowded white schools. Hence, he observed, the 
Browne students were given the same treatment under the circum- 
stances as they would have received elsewhere in the D. C. school 
system if they were white. 

Having found no inequality between the two school systems, the 
majority upheld segregation in the D. C. schools under the Supreme 
Court’s “separate but equal” doctrine. Fisher v. Hurst, 333 U. S. 
147, 68 Sup. Ct. 389, 92 L. ed. 604 (1948); Sipuel v. Board of 
Regents, 332 U. S. 631, 68 Sup. Ct. 299, 92 L. ed. 247 (1948) ; 
Missouri ex rel. Gaines v. Canada, 305 U. S. 337, 59 Sup. Ct. 232, 
83 L. ed. 208 (1938); Gong Lum v. Rice, 275 U. S. 78, 48 Sup. Ct. 
91, 72 L. ed. 172 (1927) ; McCabe v. Atchison, T. & S. F. Ry., 235 
U. S. 151, 35 Sup. Ct. 69, 59 L. ed. 169 (1914); Plessy v. Ferguson, 
163 U. S. 537, 16 Sup. Ct. 1138, 41 L. ed. 256 (1896). 

Since in the instant Carr v. Corning case, the plaintiffs squarely 
attacked the “separate but equal” rule as an outdated legal fiction, 
the majority opinion, based in this aspect of the case mainly upon 
history, stands as a reaffirmation of that rule. 

Examining constitutional history, Judge Prettyman pointed out 
that the 14th Amendment was adopted contemporaneously with Con- 
gress’ approval of laws providing for segregated schools in the 
Capital. Hence, he maintained, since congressional approval of segre- 
gation existed at that time, it can thus be inferred that Congress did 
not intend the 14th Amendment to forbid separation of the races. 

While the reasoning of the majority opinion is based largely upon 
the 14th Amendment and the presence of equal treatment, actually 
it is well established that the 14th Amendment’s equal protection 
limitation does not apply to Congress, Hirabayashi v. U nited States, 
320 U. S. 81, 100, 63 Sup. Ct. 1375, 87 L. ed. 1774 (1943) ; Detroit 
Bank v. United States, 317 U.S. 329, 337, 63 Sup. Ct. 297, 87 L. ed. 
304 (1943); Steward Machine Co. v. Davis, 301 U. S. 548, 584, 
57 Sup. Ct. 883, 81 L. ed. 1279 (1937); La Belle Iron Works v. 
United States, 256 U. S. 377, 392, 41 Sup. Ct. 528, 65 L. ed. 998 
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(1921); and hence discriminatory legislation by it is restrained only 
by the 5th Amendment’s due process clause. 

This being so, the majority opinion avoids discussing the real 
constitutional issue of the case, namely, whether the laws of Congress 
setting up the segregated school system deprive colored citizens of 
their liberty without due process of law. 

The rule is well established that a congressional statute is pre- 
sumed constitutional until the contrary is clearly shown. Legal Tender 
Cases, 79 U. S. 457, 531, 20 L. ed. 287 (1871); see Davies Ware- 
house Co. v. Bowles, 321 U. S. 144, 64 Sup. Ct. 474, 88 L. ed. 635 
(1944). Similarly recognized is the doctrine that a party challenging 
the validity of an act of Congress must show the act cannot by any 
reasonable possibility fall within Congress’ permitted range of discre- 
tion. Helvering v. Davis, 301 U. S. 619, 641, 57 Sup. Ct. 904, 81 
L. ed. 1307, 109 A. L. R. 1319 (1937) ; United States v. Butler, 297 
U. S. 1, 56 Sup. Ct. 312, 80 L. ed. 477, 102 A. L. R. 914 (1936). 
Such burden of proof thus rested upon the plaintiffs in the instant 
case to show that Congress clearly acted outside its powers in 
segregating the Capital’s public schools. 

Neither the majority nor the dissent discusses whether the pre- 
sumption of constitutionality has been overcome by the plaintiffs, but 
arguing by analogy to Buchanan v. Warley, 245 U. S. 60, 38 Sup. Ct. 
16, 62 L. ed. 149 (1917), dissenting Judge Egerton finds such a 
constitutional infringement. His reasoning is that since segregated 
education is even more arbitrary than segregated housing, therefore, 
the school laws conflict with the due process clause. This argument, 
however, tends to assume its conclusion. 

In the Buchanan case, the Supreme Court held violative of due 
process a city ordinance which prohibited sales of realty to Negroes 
in blocks where most of the residents were white. The law was found, 
first, to deprive the white seller of his property right to sell to a 
qualified buyer, and, secondly, to deprive the colored buyer of his 
liberty to acquire and enjoy property. 

There, the ordinance contravened the due process clause not because 
it arbitrarily required segregated housing, but rather because it arbi- 
trarily restrained a citizen of his “liberty.” 

The assumption that the dissent makes is that the right to attend 
a public school is a “liberty” guaranteed by the Constitution similar 
to the liberty to acquire property. 

Although “liberty” is a term not exactly defined, it has been said 
to encompass generally those “ privileges long recognized at 
common law as essential to the orderly pursuit of happiness by free 
men” such as freedom from bodily restraint and the right to contract, 
to marry, and to engage in any of the ordinary occupations. [italics 
supplied] Meyer v. Nebraska, 262 U. S. 390, 399, 43 Sup. Ct. 625, 
67 L. ed. 1042 (1923). 

The right to attend a public school, however, would not appear 
to be such a natural liberty because such right was never in existence 
at common law, nor provided for in the Constitution, and was not 
created at all independently of governmental action. Thus, it seems 
rather in the nature of a right or privilege granted legislatively by 
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the government, and as such capable of being defined, qualified, and 
conditioned by its grantor. 

Other issues raised by the case are: (1) Whether the laws au- 
thorizing the segregated school system were repealed by the 1901 
D. C. Code; and (2) Whether the Strayer report referred to in the 
dissent is proper subject matter for judicial notice. 

Section 1636 of the 1901 D. C. Code, 31 Star. 1435 reserved from 
repeal “. . . all acts and parts of acts relating to municipal affairs 
only. ” Since public schools in the District of Columbia are 
within the classification of municipal affairs, it would seem difficult 
to contend that the court was wrong in following Wall v. Oyster, 36 
App. D. C. 50 (1910), in holding the segregated school provisions 
for the District of Columbia in Rev. Stat. (1874) §§ 281, 282, 306, 
310, and 314, to be still in effect. 

Concerning the Strayer report (a congressionally authorized survey 
of the D. C. school system), the majority denied judicial notice of 
its text. This was done on the grounds that its authors were not 
subjected to cross-examination nor was opportunity given to the 
defendant school board to deny or comment on any of its statements. 

Unlike the official report recognized in Parker v. Brown, 317 U. S. 
341, 363, 63 Sup. Ct. 307, 87 L. ed. 315 (1943), which consisted 
of price and acreage statistics in the raisin industry, the Strayer re- 
port contains much opinion material as to the educational adequacy 
of different school buildings, sizes of classes, and types of courses 
offered in the D. C. school system. 

Because the report thus fails to contain what can be termed un- 
disputed matters of common knowledge required for judicial notice, 
Ohio Bell Telephone Co. v. Public Utilities Commission of Ohio, 
301 U. S. 292, 57 Sup. Ct. 724, 81 L. ed. 1093 (1937), it seems 
the majority was also correct in refusing to consider its contents. 

After claiming that the Strayer facts do not materially differ from 
those in the record anyhow, the dissent proceeds to cite intermittently 
some disputable statements from both the Strayer report and the 
report of the President’s Civil Rights Committee. While such quota- 
tions would be fitting in a treatise on social policy, their use in a 
court opinion seems improper as they tend to give the dissent a 
political rather than a judicial flavor. R. C. ‘5. 


CoNSTITUTIONAL LAW—FREEDOM OF EXPRESSION AND CONTEMPT 
oF Court By PuBLICATION.—The Baltimore Radio Show, Inc., 
WFBR, the Baltimore Radio Broadcasting Corporation, WCBM, 
Maryland Broadcasting Company, WITH, and another, were found 
guilty of contempt and fined by the Criminal Court of Baltimore City 
for broadcasting over local radio stations news dispatches relating 
to a person in custody of the police on a charge of murder. The con- 
victions were reversed by the Court of Appeals of Maryland, 67 A. 
(2d) 497 (1949), and the state of Maryland sought certiorari in 
the Supreme Court. Held, petition denied, Mr. Justice Frankfurter 
filing an opinion emphasizing that such denial carried with it no im- 
plication whatever regarding views of the court on the merits of the 
case. State v. Baltimore Radio Show, 70 Sup. Ct. 252 (1950). 
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The trial court found that respondents did broadcast details of 
the accused’s admissions to police officials and his criminal record, 
and held these broadcasts an actual obstruction of the administration 
of justice, in that they deprived the defendant of his constitutional 
right to have an impartial jury trial. In particular they were viola- 
tions of Rule 904 of the Supreme Bench of Baltimore, adopted in 
1939, and making punishable as contempt an aggregate of acts tend- 
ing to interfere with the administration of justice. 

The inordinate breadth of the local rule was only a subsidiary ground 
for reversal by the court of appeals. The restrictions imposed upon 
the Federal Government by the First Amendment guaranteeing free- 
dom of expression are made equally applicable to the states by the 
Fourteenth Amendment. Gitlow v. New York, 268 U. S. 652, 45 
Sup. Ct. 625, 69 L. ed. 1138 (1925). The Supreme Court has spoken 
three times in the last nine years on the limits of the contempt 
power, recognizing each time the “clear and present danger” doctrine, 
originally created by Mr. Justice Holmes in a case involving seditious 
literature. Schenck v. United States, 249 U. S. 47, 39 Sup. Ct. 247, 
63 L. ed. 470 (1919); Craig v. Harney, 331 U. S. 367, 67 Sup. Ct. 
1249, 91 L. ed. 1546 (1947) (immediate peril, not remote or even 
probable) ; Pennekamp v. Florida, 328 U. S. 331, 66 Sup. Ct. 1029, 
90 L. ed. 1295 (1946) (necessary to close the door of permissible 
public comment) ; Bridges v. California, 314 U. S. 252, 62 Sup. Ct. 
190, 86 L. ed. 192, Note (1941) 159 A. L. R. 1379 (extremely serious 
with an extremely high degree of imminence). The appellate court 
could not find, in the light of these interpretations, facts sufficient 
to constitute contempt. 

One of the Maryland justices dissented. To him the broadcasts 
were another form of an unmitigated evil, trial by newspaper. The 
three recent Supreme Court decisions considered only attacks upon 
a court as such, and sanctioned them by adopting “the myth that 
judges are not as other men are.” Craig v. Harney, supra at p. 396 
(dissenting opinion by Mr. Justice Jackson). “Judge-baiting” might 
be a constitutional right, but, to the dissenting justice, these broad- 
casts were a clear and present danger to a fair jury trial. He cited 
English cases as recognizing this danger and punishing prejudicial 
publications even before indictment. 

Summaries of thirteen English cases finding contempt and four 
finding no contempt appear as an appendix to Mr. Justice Frank- 
furter’s opinion. They illustrate, it is urged, the problems involved 
in determining what limits the Fourteenth Amendment imposes upon 
the power of the states to safeguard jury trial from extraneous in- 
fluences—an issue, so says the opinion, not yet adjudicated. Though 
ostensibly noncommittal, the opinion reveals its author’s predilection 
for a more restrained press and hints of a shift by the Court in that 
direction. Note (1950) 59 Yate L. J. 534 (surveying entire problem 
and calling for amplification of the present rule). 

English cases are relevant only if the power to punish out-of-court 
publications was (1) deeply rooted in the common law at the time 
the Constitution was adopted and (2) unabridged by the First 
Amendment. The first premise is denied by some legal historians. 
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Nelles and King, Contempt by Publication in the United States (1928) 
28 Cor. L. Rev. 401. The second is denied by the implications of 
subsequent American history adopted in the Bridges case, supra, and 
in Nye v. United States, 313 U. S. 33, 61 Sup. Ct. 810, 85 L. ed. 
1172 (1941) (interpreting the statutory limitation on federal contempt 
power in the light of its historical context and expressly overruling 
the “reasonable tendency” test of Toledo Newspaper Co. v. United 
States, 247 U. S. 402, 38 Sup. Ct. 560, 62 L. ed. 1186 (1918). Most 
legal writers seem to approve this viewpoint. Radin, Freedom of 
Speech and Contempt of Court (1942) 36 Itt. L. Rev. 599; Hanson, 
The Supreme Court on Freedom of the Press and Contempt by Pub- 
lication (1942) 27 Corn. L. Q. 165; Deutsch, Liberty of Expression 
and Contempt of Court (1943) 27 Minn. L. Rev. 296. Some writers 
read their history differently. Berger, Constructive Contempt: A 
Post-Mortem (1942) 9 U. or Cur. L. Rev. 602. So do the dissenting 
justices in the Bridges and Craig cases, among them the writer of 
the present opinion. Certainly his viewpoint has changed since he 
co-authored, with Landis, Power of Congress over Procedure in 
Criminal Contempts in “Inferior” Federal Courts—A Study in 
Separation of Powers (1924) 37 Harv. L. Rev. 1010 (using such 
phrases as the “Tory judges of George III” and the “discredited 
practices of Stuart England’). 

The inherent necessity of a contempt power to punish publications 
is a perennial conception. It is most appealing in cases like the pres- 
ent. The phrase “trial by newspaper” evokes immediate sympathy 
for an unfortunate defendant with the cards somehow stacked against 
him. Its rural counterpart—“trial by reputation”—is more venerated. 
“The mere fact that jurors have read newspaper accounts of the 
trial in which they are participants is not ground for a new trial.” 
Bratcher v. United States, 149 F. (2d) 742, 746 (C. C. A. 4th, 
1945), cert. den. 325 U. S. 885, 65 Sup. Ct. 1580, 89 L. ed. 2000 
(1945) ; Welch v. United States, 77 App. D. C. 317, 135 F. (2d) 465 
(1943), cert. den. 319 U. S. 769, 63 Sup. Ct. 1329, 87 L. ed. 1718 
(1943) (newspapers found in jury room). A juror need not be 
an intellectual cipher. He may even hold a tentative opinion, but to 
be impartial in the language of Lord Coke he must “be indifferent 
as he stands unsworn.” (Co. Litt., 155 b) Reynolds v. United States, 
98 U. S. 145, 25 L. ed. 244 (1879). 

Juries are inferior as fact finding bodies—but since they can refuse 
to return unpopular verdicts they have a secure constitutional posi- 
tion as a bulwark against oppressive government. Frank, Courts oN 
TriaL (1949) Ch. VIII. The frailties of jurors require that, once 
impaneled, they be protected by the court against every improper in- 
fluence. However, indefinite suspension of freedom of expression 
in pursuit of more indifferent juries is a perilous decision, especially 
where issues of public corruption or national security are involved. If 
every public statement—by the newspaper, the pamphleteer, or even 
the sidewalk orator—were made at the risk of judicial disezpproval, 
the resulting deep silence might be fatal to all liberties. R. A. W 
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CriminaL Law—Consprracy To DEFRAUD AND COMMIT AN OF- 
FENCE AGAINST THE UNITED States.—Defendants Andrew May, and 
Murray and Henry Garsson were convicted on an indictment charging 
all three with conspiracy to commit an offense against the United 
States, and to defraud the United States in violation of 18 U. S. C. 
§ 371, and also charging May with receiving compensation in matters 
affecting the government in violation of 18 U. S. C. § 281, and charg- 
ing the Garssons with aiding and abetting this violation by May. 
Defendants moved to dismiss the indictment on the grounds that the 
indictment was duplicitous and that the conspiracy charge would not 
lie, since only May could be guilty of receiving compensation, even 
though the crime required concerted action. The motions were denied 
in the United States District Court for the District of Columbia, and 
all three defendants were convicted of the several crimes charged in 
the indictment. On appeal to the United States Court of Appeals, 
District of Columbia Circuit, held, affirming the convictions, that the 
indictment was not duplicitous and that the conspiracy count would 
lie even though concert of action was required for the substantive 
crime. May v. United States, Garsson v. United States (two cases), 
84 App. D. C. 233, 175 F. (2d) 994 (1949); cert. den., 338 U. S. 
830, 70 Sup. Ct. 58 (1949). 

The problem presented by the first count in the indictment stems 
from the practice of drawing a charge in the conjunctive when the 
statute which defines the crime is worded in the disjunctive. The 
conspiracy statute is worded in the disjunctive: “If two or more 
persons conspire either to commit any offense against the United 
States or to defraud the United States, . . . and one or more of 
such persons do any act to effect the object of the conspiracy, each 
shall be fined . . . orimprisoned . . . or both.” (italics supplied) 
18 U. S. C. § 371. The indictment charged, in the first count, a 
conspiracy to commit an offense against the United States and to 
defraud the United States. The defendants claimed that this count 
charged two separate crimes, and thus violated Rule 8 (a) of the 
Federal Rules of Criminal Procedure, which requires that each 
crime be charged in a separate count in the indictment. The disagree- 
ment in the court of appeals on this question lies in a basic difference 
in the courts’ approach to the effect of the conspiracy statute. The 
majority of the court viewed the conspiracy as the crime, regardless 
of the multiplicity of means employed to accomplish its results. The 
court stated its views in reliance upon Pinkerton v. United States, 
328 U. S. 640, 66 Sup. Ct. 1180, 90 L. ed. 1489 (1946), Frohwerk v. 
United States, 249 U. S. 204, 39 Sup. Ct. 249, 63 L. ed. 561 (1919), 
and United States v. Manton, 107 F (2d) 834 (C. C. A. 2d, 1938). 

In the Manton case, a federal judge was charged with receiving 
money in return for corrupt judicial action. The defendant was 
indicted under the conspiracy statute, as were the defendants in the 
principal case, and the court held the indictment was not duplicitous. 
In the Frohwerk case and the Pinkerton case, the courts also con- 
sidered that the crime defined in the conspiracy statute was the con- 
spiracy alone. 

The opposite view of the conspiracy statute, that it in essence defines 

9 
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two separate and distinct crimes, receives support in the holding in 
United States v. Dembowski, 252 Fed. 894 (E. D. Mich. 1918). In 
this case, the court considered the Espionage Act, 18 U. S. C. § 2388, 
which is worded in the disjunctive, as charging several separate 
offenses and held that an indictment drawn in the conjunctive under 
this statute was bad for duplicity. These opposing views are not 
reconcilable; each approach may be amply supported with logic and 
case law. The conflict does, however, emphasize the question of fair- 
ness and necessity of charging a conspiracy when the substantive 
crime has been committed. 

The abuse of the federal conspiracy statute and its relation to the 
constitutional prohibition against double jeopardy is discussed in 
Ireland, Double Jeopardy and Conspiracy in the Federal Courts 
(1949) 40 J. Crim. Law 445. The author traces the development 
of the use of the conspiracy statute in the federal courts, and points 
out a judicial admonition against this tendency which was rendered 
forty years ago in United States v. Kissel, 173 Fed. 823, 828 
(C. C. S. D. N. Y. 1909). Also reprinted in the above cited article is 
a plea from the judiciary in the Report OF THE CONFERENCE OF 
Senror Circuit Jupces, 1925, to curb the use of the conspiracy 
statute for joint action which is necessarily inherent in the substantive 
crime. 

The evidence in the principal case is undoubtedly sufficient to 
sustain a charge of defrauding the United States without the necessity 
of the conspiracy charge; but independent of the charge of duplicity 
the first count of the indictment is defective for a further reason. 
The offense against the United States, violation of 18 U. S. C. § 281, 
is the receipt of compensation by a member of Congress for services 
rendered or to be rendered. One cannot receive compensation unless 
someone else gives the compensation; therefore concert of action and 
agreement between the giver and the receiver is required to commit 
the substantive crime. Since concert of action is a constituent part 
of the offense itself, it is not legally possible to make it the subject 
of a conspiracy charge. 

In United States v. Dietrich, 126 Fed. 664 (C. C. Neb. 1904), an 
indictment, drawn under the bribery statute, Rev. Stat. (1878) 
§ 1781, and the conspiracy statute, was held demurrable, the court 
ruling that a conspiracy charge would not lie when the crime required 
concert of action. A similar problem arose in Gebardi v. United States, 
287 U. S. 112, 53 Sup. Ct. 35, 77 L. ed. 206 (1932), Note 84 A. L. R. 
370, where the court considered a charge of conspiracy to violate the 
Mann Act, and in reversing the conviction of conspiracy against 
the man and woman involved, the court held that where the sub- 
stantive offense requires cooperative action, the preliminary agree- 
ment between the same parties to commit the offense is not an in- 
dictable conspiracy. In theory, at least, the Garssons could have 
been charged with a conspiracy to give money to May, but the con- 
spiracy charge in relation to May and the Garssons is really a 
conspiracy to agree to give and receive money, and a conspiracy to 
agree is certainly not a crime. Had the Garssons been charged with a 
conspiracy to give money to May, this charge could not be properly 
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sustained because Congress specifically made the receiving of the 
money a crime, realizing that someone would have to give the money, 
and yet the Congress did not include the giver under the terms of the 
statute. An omission in such a statute must be taken to have been 
as deliberate as though it were express. 

To avoid this interpretation of the statute, the indictment in 
counts three and four charged ~ Garssons with aiding and abetting 
the violation of 18 U. S. C. § 281 (the receiving of compensation 
by a Congressman for serv oh, rendered or to be rendered). When 
a statute denounces an act as criminal but does not penalize the con- 
duct of a necessary participant in that criminal act, the participant 
should not then be charged as an aider or abettor. It is to be noted 
that when Congress enacted Section 281 it also enacted Section 216, 
the bribery statute, which specifically makes the giving as well as the 
receiving of a bribe a criminal act. 

The indictment as a whole charges specific acts of giving compensa- 
tion to a Congressman, the receipt of the compensation by the Con- 
gressman, and the agreement between the parties to effect these 
acts. These acts are termed a conspiracy in count one, but are given 
different labels in counts three and four where these very acts are 
then termed aiding and abetting. 

The conduct of the parties in the principal case was most 
reprehensible, and from a moral standpoint these acts should be 
punished. This fact, however, does not justify an indictment such 
as the one used in this case, since the danger of this case extends 


beyond this particular set of facts in that it establishes another pre- 
cedent for the continued abuse of the conspiracy charge in the federal 
courts and for weakening the protection against double jeopardy. 


FEDERAL JURISDICTION—TRADING WITH THE ENE} 
JUNCTION TO PRESERVE SuBJECT MATTER OF AcTION.—Plaintiff, a 
Swiss corporation claiming ownership of stock vested by the Alien 
Property Custodian pursuant to the provisions of the Trading with 
the Enemy Act, 40 Star. 411 (1917), as amended 41 Start. 35 (1919), 
41 Strat. 977 (1920), 42 Stat. 1511 (1923), 50 U. S. C. App. § 9 
(a) (1946), brought suit for return of same together with all 
dividends (including stock of the plaintiff corporation) and avails 
thereof. Bearer shares of stock of plaintiff corporation had been 
issued as dividends on the vested stock, and pending litigation of 
this action plaintiff had called in the bearer shares to be converted 
into registered shares. The Custodian, alleging that when other 
stockholders had attempted to make such exchange plaintiff had con- 
fiscated their shares, filed petition for injunctive relief, requesting 
either that plaintiff be ordered to maintain the status quo of these 
shares until the termination of the pending litigation or that de- 
fendant be ordered to deliver to plaintiff and plaintiff be instructed 
to return them after conversion and registration. The district court 
injunction ordering maintenance of the status quo was appealed on 
the ground that the court lacked jurisdiction to issue such injunction. 
Held, that jurisdiction is present to enter an injunction to preserve 
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part of the subject matter of an action brought finder § 9 (a) of the 
Trading with the Enemy Act, supra. Societe Internationale Pour 
Participations Industrielles et Commercialles S. A. v. McGrath, 

App. D. C. ——— (1950). 

Under § 9 (a) of the Act the Custodian is enjoined by law from 
releasing vested property from his custody during the pendency of 
a suit. Actions brought thereunder are actions in equity and accord- 
met governed by equitable principles. Standard Oil Co. v. Clark, 163 

F. (2d) 917, 926 (C. C. A. 2d, 1947) ; Robertson v. Miller, 286 Fed. 
503, 509 (C. C. A. 2d, 1922). One such well established principle 
is that equity has jurisdiction to issue injunctions to preserve the 
status quo until the rights of the parties have been determined. 3 
Street, FEDERAL Equity PRACTICE, 1909, $ 2350; Pratt v. Stout, 
85 F. (2d) 172, 176 (C. C. A. 8th, 1936)  Philline ¥. Sager, 51 App. 
BD. C. 305, 105, 276 Fed. 625 (1921 }: King Lumber Co. v. Benton, 
186 Fed. 458, 459 (C. C. A. 5th, 1911). In previous actions brought 
under this section jurisdiction of the district court to adjudicate gov- 
ernment counterclaims has been consistently upheld. Swiss National 
Insurance Co. v. Crowley, 78 App. D. C. 1, 136 F. (2d) 265 (1943) ; 
Isenberg v. Biddle, 75 App. D. C. 100, 125 F. (2d) 741 (1941) ; 
Cummings v. Societe Suisse Pour Valeurs de Metaux, 66 App. 
D. C. 121, 85 F. (2d) 287 (1936). These were counterclaim cases 
in which the United States, through fraud or mistake, had paid the 
claimants amounts unlawfully or in excess of that which was due. 
The decisions, however, all rest on the broad principle that when a 
plaintiff comes into court to assert a claim against the United States, 
it submits itself to the jurisdiction of the court that complete justice 
might be done. Even though not otherwise amenable to process, 
plaintiff, by bringing an action under § 9 (a) of this Act, submits 
itself to the court’s jurisdiction with respect to all issues of the case. 
See General Electric Co. v. Marvel Rare Metals Co., 287 U. S. 430, 
435, 53 Sup. Ct. 202, 77 L. ed. 408 (1932). It is true that the 
Act does not specifically provide for suit by the Custodian in his 
own name. But to say that because this statute, which gives the 
Custodian complete power to seize and hold and administer property 
is without such specific provision the Custodian is powerless to sue, 
is an untenable position in the light of these previous decisions. Con- 
gress, in giving former owners the right to sue the Custodian, neces- 
sarily implied power in the Custodian to defend. Cummings v. 
Societe Suisse Pour Valeurs de Metaux, supra. Accord. United 
States v. Rodiek, 117 F. (2d) 588 (C. C. A. 2d, 1941) (govern- 
ment’s action brought in independent suit). There seems to be no 
sound reason why jurisdiction under this section should be held 
within the confines of counterclaim cases. In the principal case plain- 
tiff specifically seeks the return of the bearer shares of stock issued 
as dividends, as well as the vested stock, and the preservation of the 
status quo necessarily includes the protection of the very subject 
matter in litigation. If the court may exercise jurisdiction over gov- 
ernment counterclaims, it certainly can adjudicate the present counter- 
action to preserve a part of plaintiff’s own claim, such counteraction 
not being beyond the scope of the original claim. The legislative 















RECENT CASES 





573 


intent evidenced by § 9 (a) of the Act clearly appears to be the 
preservation of the property vested until final determination of title 
by the court, and after suit is brought, exclusive right to so determine 
the ultimate disposition of the property should be in the court. Too, 
there is the additional factor that under $12 of the Act the 
Custodian is under a duty to safely hold and administer property 
so vested. To release the property under the circumstances present 
in the instant case, which strongly indicate the possibility that the 
stock will not be returned, would hardly be consistent with the terms 
or meaning of this section. 

Neither can the filing of an action under § 9 (a) be considered a 
limited statutory action which precludes the court from exercising 
jurisdiction. An independent basis of jurisdiction is afforded by § 17 
of the Act. This section specifically confers jurisdiction on the court 
to enforce the provisions of the Act. Courts heretofore interpreting 
§ 17 have generally held a suit thereunder to be a summary proceed- 
ing to compel delivery of possession of enemy-owned property which 
has been effectively seized by a valid vesting order. Clark v. Manu- 
facturers Trust Co., 169 F. (2d) 932 (C. C. A. 2d, 1948) ; Silesian- 
American Corporation v. Clark, 332 U. S. 469, 68 Sup. Ct. 179, 92 
L. ed. 81 (1947). This is not to infer, however, that the application 
of this section is limited to possessory actions. It has been held 
to confer jurisdiction in an action in tort to recover damages from 
an attorney who allegedly participated in fraudulently diverting funds 
from the Custodian. United States v. Silliman, 167 F. (2d) 607 
(C. C. A. 3d, 1948). Too, jurisdiction to enforce the provisions of 
the Act was upheld in an action brought by the Custodian for a share 
in a decedent’s estate. Markham v. Allen, 326 U. S. 490, 66 Sup. Ct. 
296, 90 L. ed. 256 (1946). While it is true that in the principal case 
plaintiff's stock was distributed as dividends on property seized by 
a valid vesting order, it nevertheless was held pursuant to and ad- 
ministered under the terms of the Act, and therefore properly comes 
within its statutory jurisdiction. 

Plaintiff herein makes the further objection that the jurisdiction 
conferred by the Act does not extend to interference with the cor- 
porate reorganization of a company not domiciled or doing business 
in the United States. It would admit that it submitted itself to the 
court’s jurisdiction by bringing its action under § 9 (a) of the Act, 
but asserts that it did not do so for every conceivable purpose. As 
a general rule equity will not interfere with the internal affairs of a 
corporation. Fletcher, CycLopeprA Corporation (Perm. Ed.), 
§ 8249; Rogers v. Guaranty Trust Co., 288 U. S. 123, 53 Sup. Ct. 
295, 77 L. ed. 652 (1933); Saltz v. Saltz Bros., 65 App. D. C. 393, 
84 F. (2d) 246 (1936) ; Wallace v. Motor Products Corporation, 25 
F. (2d) 655 (C. C. A. 6th, 1928). The general rule is not with- 
out its limitations, however. Williamson vy. Missouri-Kansas Pipe 
Line Co., 56-F. (2d) 503 (C. C. A. 7th, 1932). The difficulty in 
enforcing the decree has generally been the reason equity declines 
jurisdiction. Lut as Judge Cardozo held in a case presenting similar 
issues as in the instant case, a litigant is not to be excluded unless 
considerations of convenience, efficiency, or justice demand it. Travis 
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v. Knox Terpezone Co., 215 N. Y. 259, 109 N.E. 250 (1915). It 
appears clear, then, that where a court has acquired jurisdiction over 
parties to a suit, it has jurisdiction over the subject matter of such 
suit, even though such matter concerns internal corporate affairs. It 
is not a question of actual jurisdiction, but of convenience of its 
exercise. 

It is difficult to see how plaintiff can consistently hold that it 
submitted itself to the court’s jurisdiction to recover vested property 
by bringing the instant action and still seek to hold that the court is 
powerless to preserve the subject matter it hopes to recover. A good 
deal of the force of plaintiff's argument presumably was destroyed 
by the fact that the defendant’s request for relief was in the alternative, 
and the court undoubtedly was influenced by the lack of assurance 
that the bearer shares of stock in question would be converted and 
returned. It wished to insure against the threatened forfeiture of 
part of the subject matter of the action before the final determination 
of the rights of the parties, feeling that little or no injury could flow 
from such a course while great injury could result from the court’s 
failure to act. The question has apparently not been presented to the 
court before, and in allowing the injunctive relief requested the court 
adds to the surprisingly little direct authority implementing the pro- 
visions of the Trading with the Enemy Act. . 5. Rk. 


PATENTS—LICENSES—ROYALTIES ON NON-PATENTED ITEMS.— 
Hazeltine Research Incorporated granted Automatic Radio Manu- 
facturing Company a license under some 500 patents pertaining 
chiefly to television and radio. One of the license conditions provided 
that Automatic was to pay Hazeltine royalties on the sales of specified 
types of equipment regardless of whether any particular apparatus 
utilized any of Hazeltine’s patents. Hazeltine brought suit for royal- 
ties due under the license agreement. As one defense Automatic 
contended that the royalty provision of the license constituted a mis- 
use of the patents of the licensor. Held, as to this point, the royalty 
for the use of a patent may be based on sales of a non-patented item. 
Automatic Radio Manufacturing Co. v. Hazeltine Research, 176 F. 
(2d) 799 (C. A. Ist, 1949), cert. granted, 70 Sup. Ct. 428 (1950). 

Any use of a patent to restrain competition or to secure an ex- 
clusive right or limited monopoly in unpatented materials is contrary 
to the public policy of the patent laws. Morton Salt Co. v. Suppiger 
Co., 314 U. S. 488, 62 Sup. Ct. 402, 86 L. ed. 363 (1942); Leitch 
Manufacturing Co. v. Barber Co., 302 U. S. 458, 58 Sup. Ct. 288, 82 
L. ed. 371 (1938). The Supreme Court has stated that the method 
by which the patent monopoly is sought to be extended is immaterial. 
Mercoid Corp. v. Mid-Continent Investment Co., 320 U. S. 661, 666, 
64 Sup. Ct. 268, 88 L. ed. 376 (1944) ; United States v. Univis Lens 
Co., 316 U.S. 241, 251, 252, 62 Sup. Ct. 1088, 86 L. ed. 1408 (1942). 
A royalty rate which favors those who purchase unpatented materials 
from the patentee may constitute a misuse of the patent. Dehydrators 
Ltd. v. Petrolite Corp., 117 F. (2d) 183 (C. C. A. 9th, 1941); 
Barber Asphalt Corp. v. La Fera Grecco Contracting Co., 116 F. 
(2d) 211 (C. C. A. 3d, 1940). An agreement where the royalty rate 
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is based on the sales of a non-patented article made by a patented 
machine cannot provide for an increase in the royalty rate when 
the licensee produces more than a specified amount of the non-patented 
item. This would be using a patent to control the price and pro- 
duction of a non-patented article. American Equipment Co. v. Tut- 
hill, 69 F. (2d) 406 (C. C. A. 7th, 1934). But cf. Pfotzer v. Aqua 
Systems, 162 F. (2d) 779 (C. C. A. 2d, 1947). 

The language used by the Supreme Court in Mercoid Corp. v. 
Mid-Continent Investment Corp., supra, was broad enough to raise 
doubts concerning the Supreme Court’s attitude toward patent royal- 
ties which were in some manner based on the sale of unpatented items. 
Up to this time, this had been considered as within the scope of 
the patent monopoly. Wagner Electric Corp v. Hydraulic Brake Co., 
12 F. Supp. 837 (S. D. Cal. 1935). However, no royalty rate has 
been held to constitute a misuse of the patent merely because the rate 
was on sales which included non-patented articles. A licensor, in 
adopting a convenient unit by which to measure royalties, may charge 
a royalty on the sales of a non-patented article which is contemplated 
to be manufactured under the license agreement and which includes 
an element covered by the licensed patent. American Optical Co. v. 
New Jersey Optical Co., 58 F. Supp. 601, 606 (Mass. 1944). One 
district court has held that a royalty may be charged on competing 
devices manufactured in lieu of the patented article, Ohio Citizens 
Trust Co. v. Air-Way Electric Appliance Corp., 56 F. Supp. 1010, 
1012 (N. D. Ohio 1944), but prior to the principal case there has been 
only one other holding that royalties may be charged on specified 
types of equipment regardless of whether or not the equipment em- 
bodies the patents of the licensor. H-P-M Development Corp. v. 
Watson-Stillman Co., 71 F. Supp. 906 (N. J. 1947). See Pyrene 
Manufacturing Co. v. Urquhart, 69 F. Supp. 555, 560 (E. D. Pa. 
1946). It would seem that any royalty paid on the sales of a non- 
patented item which is not a part of, or connected with the patented 
article, and which does not bear a direct relationship to the number 
of patented articles sold would, in some degree, exert an economic 
control over the non-patented item. An inference to this effect may 
be found in the Supreme Court’s opinion in United States v. United 
States Gypsum Co., 333 U. S. 364, 389, 397, 399, 400, 68 Sup. Ct. 
525, 92 L. ed. 746 (1948). If this is an extension of the patent 
monopoly, it is not necessary to find a violation of the Clayton Act. 
Morton Salt Co. v. Suppiger, supra, nor can the convenience of the 
patentee justify an extension of the monopoly. Mercoid Corp. v. Mid- 
ae Investment Co., supra; B.B. Chemical Co. v. Ellis, 314 
U. S. 495, 62 Sup. Ct. 406, 86 L. ed. 367 (1942). When patent 
royalties are paid on certain types of equipment regardless of 
whether or not the equipment utilizes the patents of the licensor, 
the incentive to “invent around” the licensor’s patents might be 
diminished since the licensee would still have to pay royalties on his 
own developments even though they are not covered by the patents 
of the licensor. An agreement which diminishes the incentive to 
promote the arts and sciences may be void as being contrary to the 
public policy of the patent laws. Transparent-Wrap Machine Corp. 
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v. Stokes & Smith Co., 329 U. S. 637, 646, 67 Sup. Ct. 610, 91 L. ed. 
1328 (1947). 

However, the scope of the patent monopoly is not extended if the 
license condition imposed by the licensor is reasonably adapted to 
secure for the inventor the reward to which he is entitled. See United 
States v. General Electric Co., 272 U. S. 476, 489, 47 Sup. Ct. 192, 
71 L. ed. 362 (1926). Thus, in absence of an anti-trust violation 
through industry domination, the royalty exacted by the patentee 
for the use of the invention need not be a reasonable one. Standard 
Oil Co. (Indiana) v. United States, 283 U. S. 163, 174, 51 Sup. Ct. 
421, 75 L. ed. 926 (1931). Therefore, even when the royalty is a 
lump sum, or is based wholly on the sales of patented items, the 
licensor can subjectively consider the sales of non-patented items 
when determining the royalty rate. The royalty provision of the con- 
tract in the instant case appears not to be an extension of the patent 
monopoly but rather a condition which is within the doctrine set forth 
in United States v. General Electric Co., supra. 3. i 3: 


PATENTS—RESTRAINT OF TRADE—PRICE Fixinc WitH MUuL_LTI- 
PLE LICENSEES.—Appellant granted three licenses on his patents cov- 
ering “AB” circuit breakers, each of the licenses containing the 
provisions that the licensee would sell at prices no more favorable 
to customers than those followed by appellant in making its sales. 
Subsequent to the “AB” circuit license agreements, appellant cross- 
licensed patents on multi-breakers with another patentee. Appellant 
issued licenses on only his patents to a plurality of licensees and it 
was agreed with the other patentee that royalties were to be split 
only from those licensees of appellant against which the other patentee 
agreed not to assert his patents. The appellant appealed from a 
summary judgment denying relief for infringement because of the 
patentee’s misuse of his patents in restraint of trade. Held, that 
neither the fixing of the sale price by the patentee with a plurality 
of licensees nor the splitting or royalties on the non-assertion agree- 
ment were in restraint of trade. Westinghouse Electric Corporation 
v. Bulldog Electric Products Company, 84 U.S. P. Q. 115 (C. C. A. 
4th, 1950). 

The decision with regard to price maintenance in the “AB” cir- 
cuit breaker licenses admittedly was based on the reasoning or 
rationale of United States v. General Electric Co., 272 U. S. 476, 
47 Sup. Ct. 192, 71 L. ed. 362 (1926), and it must necessarily have 
been so based since in the General Electric case, and Bement v. Na- 
tional Harrow Co., 186 U. S. 70, 22 Sup. Ct. 747, 46 L. ed. 1058 
(1902), from which it stems, all that was decided was that a patentee 
may lawfully fix the price at which a single licensee sells the patented 
article. (It is to be noted that in the General Electric case there 
were other licensees who were restricted as to production, but only 
one licensee restricted as to price.) Subsequent consideration has 
similarly limited the General Electric decision. United States v. Line 
Material Co., 333 U. S. 287, 68 Sup. Ct. 550, 92 L. ed. 701 (1948). 
However, where the question of price maintenance with multiple 
licensees has been squarely raised in the lower federal courts, there 
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has been no hesitancy in validating such an arrangement in the 
earlier cases, Goshen Rubber Works v. Single Tube Automobile & 
Bicycle Tire Co., 166 Fed. 431 (C. C. A. 7th, 1908); Rubber Tire 
Wheel Co. v. Milwaukee Rubber Works Co., 154 Fed. 358 (C. C. A. 
7th, 1907); Indiana Mfg. Co. v. J. I. Case Threshing Mach. Co., 
154 Fed. 365 (C. C. A. 7th, 1907), and in the more recent cases, 
United States v. Wayne Pump Co., 44 F. Supp. 949 (N. D. IIl. 
1942); General Electric Co. v. Willey’s Carbide Tool Co., 33 F. 
Supp. 969 (E. D. Mich. 1940). Even the American Law Institute 
has adopted this view, Restatement Contracts (1932) § 515, Illustra- 
tion 12. Subsequent to these decisions with regard to price main- 
tenance with multiple licensees the Supreme Court has considered 
price fixing by patentees, United States v. Line Material, supra; 
United States v. United States Gypsum Co., 333 U. S. 364, 68 Sup. 
Ct. 525, 92 L. ed. 746 (1948); and consideration of those two de- 
cisions raises a question as to the propriety of the decision in the 
instant case. 

The rationale and holding of the General Electric case has been 
attacked by the government in a number of recent cases, United 
States v. Line Material, supra; United States v. United States 
Gypsum Co., supra; United States v. Masonite Corp., 316 U. S. 
265, 62 Sup. Ct. 1070, 86 L. ed. 1461 (1942); United States v. 
Univis Lens Co., 316 U. S. 241, 62 Sup. Ct. 1088, 86 L. ed. 1408 
(1942), and in each, the Court has assumed the validity of the 
General Electric decision, the most extensive examination being 
given in the Line Material case. There it was pointed out that the 
General Electric case is merely a judicially devised exception to the 
anti-trust laws which consider price-fixing as unlawful per se, United 
States v. Socony-Vacuum Oil Co., 310 U. S. 150, 60 Sup. Ct. 811, 
84 L. ed. 1129 (1940); United States v. Trenton Potteries Co., 273 
U. S. 392, 47 Sup. Ct. 377, 71 L. ed. 700 (1927), and is even an 
exception to the general principles that the Supreme Court has ap- 
plied in determining the limits of the patentee’s grant, United States 
v. Line Material, supra at page 317. Because of the desire of four 
of the eight Justices (Jackson, J., was absent) in Line Material to 
“be rid of United States v. General Electric Co.,” the fundamental 
concept that price-fixing by a patentee with his licensee is reason- 
ably adapted to secure pecuniary reward for the patentee’s monopoly 
has been severely shaken but nevertheless still remains the law. 
Therefore, in the instant case, Parker, J., would have been bound to 
follow the General Electric case had the same facts been presented ; 
but was he justified in following the rationale of that case? 

The Line Material case decided only that when several patentees 
join together to maintain prices on their several products it is un- 
lawful per se under the Sherman Act., 26 Stat. 209 (1890), as 
amended, 50 Stat. 693 (1937), 15 U. S. C. §§ 1, 2 (1946). The 
precise agreement condemned there was price fixing among cross- 
licensees; the arrangement with the plurality of licensees under one 
of the cross-licensees came under the ban solely because of the il- 
legality of the cross-licensees’ agreement. The one-man majority 
opinion of Reed, J., specifically left “aside the many variables of the 
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General Electric case that may arise.” Compare, however, the view 
of the dissent at page 354 that the mere multiplication of one license 
by ten produces the same issue rather than a different one. That 
Reed, J., reached contradictory conclusions by preserving the General 
Electric case and holding the arrangement illegal in the Line Ma- 
terial case has been indicated, Barnard & Zlinkoff, Patents, Procedure 
and the Sherman Act—The Supreme Court and a Competitive Econ- 
omy, 1947 Term (1948) 17 Geo. Wasu. L. Rev. 1, 43, but it is 
submitted that his opinion represents not only a practical compromise 
between the reward to a patentee and the protection of the public, 
but also by analogy the “rule of reason” approach as applied to price- 
fixing in a competitive industry under special circumstances, Ap- 
palachian Coals v. United States, 288 U. S. 344, 53 Sup. Ct. 
471, 77 L. ed. 825 (1933); and to an organized exchange, Board of 
Trade of City of Chicago v. United States, 246 U. S. 231, 38 Sup. 
Ct. 242, 62 L. ed. 683 (1918). Reed, J’s opinion permits a patentee 
to fix the price at which a single licensee sells the patented article, 
because such price maintenance is “reasonably adapted to secure 
pecuniary reward for the patentee’s monopoly” but when the patentee 
goes to the extent of fixing prices in conjunction with another 
patentee, the price-fixing is no longer reasonable and therefore is a 
violation of the Sherman Act. Thus, the decision marked out a point 
up to the General Electric case which is lawful and left an uncharted 
area from there to the factual situation held unlawful in the Line 
Material case. 

United States v. United States Gypsum, supra, decided the same 
day as the Line Material case, had a factual situation which may be 
said to fall within the uncharted area left in the Line Material case. 
The Gypsum case involved multiple licensees as did the instant case, 
but the facts of the Gypsum case went much further. In the first place 
the defendants there had each entered into the license agreements 
with knowledge that the other licensees were going to sign similar 
agreements; and in this respect that case stands for a reaffirmation 
of the implied conspiracy doctrine established in United States v. 
Masonite Corp., supra; Interstate Circuit v. United States, 306 
U. S. 208, 59 Sup. Ct. 467, 83 L. ed. 610 (1939). But the facts 
there went even further than an implied conspiracy for there was an 
obvious effort to regiment the entire plasterboard industry by a com- 
mon plan of action, a certain class of distributors was squeezed out 
and prices on unpatented products were stabilized. Because of the 
extensive unlawful activities of the defendants, the Gypsum decision 
has little precedent value as a guide in patent licensing situations. 
Perhaps that is why the court in the instant case failed to distinguish 
the Gypsum decision; in fact, it does not appear that sufficient evi- 
dence was even presented to prove the licensees had knowledge of 
the terms of the other licenses so as to bring the facts under the 
impact of the implied conspiracy doctrine. Thus, it is submitted 
that Parker, J., in the instant case, having before him facts in that 
undefined area left by the Line Material case was justified in using 
the “rule of reason” rationale of the General Electric case in reach- 
ing his conclusion, which as a precedent stands for the proposition 
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that a patentee may fix the price at which the patented articles are 
sold in a simple multiple licensee arrangement. 

In the second aspect of the main opinion, the court upheld the 
non-assertion royalty splitting provision on the multi-breaker li- 
censes. The non-assertion agreement by the other patentee, Square 
D Co., was essentially a license, so that appellant, Westinghouse, and 
Square D were in effect cross-licensees. At the time of the suit, 
there was no price-fixing involved in the multi-breaker licenses. 

That a patentee ordinarily can license his invention at any royalty 
he can obtain has been accepted since United States v. General 
Electric Co., supra at p. 489, and this rule also applies among cross- 
licensees, Standard Oil Co. (Indiana) v. United States, 283 U. S. 
163, 172, 51 Sup. Ct. 421, 75 L. ed. 926 (1931), but where there is 
dominance in the field among the cross-licensees, the power to fix 
the rate of royalties may become so great as to amount to price- 
fixing. See Standard Oil Co. (Indiana) v. United States, supra 
at p. 174 (“Where the royalty demanded is a fixed percentage of 
the gross sales price, this relationship is clear.”—footnote 9). Al- 
though the court in the instant case failed to consider this view of 
the Standard Oil case, it can be explained on the basis that the find- 
ing of facts as made by the lower court, 80 U. S. P. Q. 432 (N. D. 
W. Va. 1949), do not justify such consideration. Perhaps the 
scarcity of facts is one of the reasons why Parker, J., strongly ex- 
pressed his disfavor with granting of summary judgments in patent 
infringement suits on the ground of the patentee’s illegal conduct. 
His statement, “The public interest will be better served by a full 
hearing on all issues involved, than by dismissal in advance of hear- 
ing on the motion of one who comes into court admitting for the 
purposes of his motion that he himself is guilty of infringement,” 
shows a desire on the part of the court to have a full development 
of the facts in the trial courts so that an intelligent “rule of reason” 
approach may be used in the examination of patent cases. 

~ ee 


SoctaL Security—Status oF Reat Estate SALESMAN UNDER 
THE FEDERAL UNEMPLOYMENT Tax Act.—The proceedings arise 
out of a suit in Missouri for recovery of taxes collected for the years 
1943 and 1944 under the Federal Unemployment Tax Act, I. R. C. 
§ 1600 et seq. The taxpayer corporation, engaged in general real 
estate brokerage during the tax years involved, entered into a written 
contract with each of the persons whose remuneration was the sub- 
ject of this tax. Under these contracts, the corporation made real estate 
listings available to each salesman, reserving the right to confer ex- 
clusive privileges on any listing to a particular salesman. The corpora- 
tion also assisted the salesmen by advice and instruction and issued a 
manual for their guidance. The salesmen agreed in the contract to 
regulate their habits so as to maintain the good reputation of the com- 
pany. The commission from their labors was paid into the company’s 
account and was divided between the company and the salesmen regu- 
larly each month. The company maintained office quarters, giving 
each salesman desk space, office services and stationery. There were 
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weekly sales meetings, and two of the most experienced salesmen 
were designated as “Sales Managers,” assisting the others and re- 
ceiving overriding commissions on their sales. No salesman made 
any investment in the company, although most of them owned and 
maintained their own cars which they used in their work. Salesmen 
were not required to keep fixed hours, although they took turns at 
keeping the office open on Saturday afternoons and Sundays. The 
trial court filed no formal written opinion, but informally expressed 
its views in a letter to the United States Attorney, dated March 8, 
1949, that the record substantiated the contention that the salesmen 
were employees under the Act. Held, on appeal, that the salesmen 
were not employees and that their remuneration was not subject to 
employment taxes. Dimmit-Rickhoff-Bayer Real Estate Co. v. Fin- 
negan,—F., (2d)—(C. A. 8th, 1950). 

Ever since the mid-thirties, the question of who is an employee and 
who an independent contractor under the social security laws has 
been the subject of considerable controversy. This case, however, 
is the first decision by a federal appellate court on the status of real 
estate salesmen, although there is an appellate court decision on real 
estate brokers, Henry Broderick v. Squire, 163 F. (2d) 980 (C. C. 
A. 9th, 1947), as well as district court decisions concerning various 
types of salesmen. Beckwith v. United States, 67 F. Supp. 902 
(Mass. 1946) (stationery salesmen); Stone v. United States, 55 F. 
Supp. 230 (E. D. Pa. 1943) (securities salesmen). There have also 
been state court decisions with respect to the status of real estate 
salesmen under state statutes intended to accompany the social se- 
curity laws. Meyer & Co. v. Unemp. Comp. Comm., 348 Mo. 147, 
152 S. W. (2d) 184 (1941); contra, Babb & Nolan v. Huiet, 67 
Ga. App. 861, 21 S. E. (2d) 663 (1942). 

In this case, the court hinged its decision squarely on a test of 
employment status which is not only the common-law rule, but also 
the one that has emerged out of the various federal court decisions 
on the subject, that is, whether the corporation, in its contractual 
relationship with its salesmen, retained the right to control the man- 
ner in which they did business. Singer Manufacturing Co. v. Rahn, 
132 U. S. 518, 10 Sup. Ct. 175, 33 L. ed. 440 (1889). See also, 
Bartels v. Birmingham, 332 U. S. 126, 67 Sup. Ct. 1547, 91 L-. ed. 
1947 (1947); United States v. Silk, and Harrison v. Greyvan, 331 
U. S. 704, 67 Sup. Ct. 1463, 91 L. ed. 1757 (1947); United States 
v. Kane, 171 F. (2d) 54 (C. A. 8th, 1948) ; United States v. Whole- 
sale Oil Co., 154 F. (2d) 745 (C. C. A. 10th, 1946); Grace v. 
Magruder, 80 App. D. C. 53, 148 F. (2d) 679 (1945), cert. den. 
326 U. S. 720, 66 Sup. Ct. 24, 90 L. ed. 426 (1945). 

A review of the recent legislative history of the law involved is 
pertinent. The Federal Unemployment Tax Act, supra, was amend- 
ed by the 80th Congress, H. J. Res. 296, 80th Congress (1948), 
which reflected an intent that coverage of the Act not be expanded 
either by treasury regulations or court decisions changing the com- 
mon-law concept of the employer-employee relationship, viz: “. . 
such term [ employee ] does not include (1) any individual who 
under the usual common-law rules applicable in determining the 
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employer-employee relationship, has the status of an independent 
contractor or (2) any individual (except an officer of a corpora- 
tion) who is not an employee under such common-law rules.” 

The reports of the congressional committees considering the Joint 
Resolution make it clear that the Congress believed that its intent 
that the statute reflect the common-law test of employment was car- 
ried out in the regulations promulgated under the Act. Treasury 
Regulations 107, § 403.204. See H. Rep. 1319, 80th Congress 
(1948); S. Rep. 1255, 80th Congress (1948). These reports also 
indicated satisfaction with application of the doctrine in Supreme 
Court decisions in the Silk, Greyvan and Bartels cases, supra. 

It is clear that the court regarded the Joint Resolution as being 
of controlling importance. The decision points out that if the regu- 
lations proposed by the Treasury as published in the Federal Regis- 
ter of November 27, 1949, 12 F. R. 7966, had become effective, 

. the applicable law might have been different.” The Joint 
Resolution prohibiting any change in existing regulations prevented 
these proposals from going into effect. 

The court, in this case relied heavily upon a decision of the Ninth 
Circuit concerning the employment status under the same Act of 
real estate brokers. Henry Broderick v. Squire, supra. It should 
be noted, however, that under the pertinent Missouri statute salesmen 
may not consummate sales of property independently, but must sub- 
ordinate themselves to real estate brokers who are licensed for that 
purpose. 18 Mo. Rev. Stat. Ann., Sec. 8300.3. 

For purposes of this opinion, the court regarded coverage under 
the Act as a matter of federal not state law. However, it did refer 
to a decision of the Missouri Supreme Court holding that real estate 
salesmen were not employees for purposes of receiving unemploy- 
ment compensation under state law. Meyers v. Unemployment Com- 
mission, supra. Although the Meyers case was specifically not relied 
on in this decision, a contrary conclusion on the court’s part would 
have created a situation in which the corporation paid taxes under 
the Act even though persons on whom such taxes were paid could 
not receive any benefits therefrom. 

In this case, the court carefully distinguished its earlier decision 
under the same Act with respect to coal deliverers, United States 
v. Kane, supra, saying, “Here we are concerned with competent 
salesmen, almost entirely dependent on their own initiative, efforts, 
skill, and personality for success, working upon their own time, at 
their own expense, and deriving their remuneration from the results 
of their work.” 

It would appear, however, that rather than distinguishing the two 
cases, the present decision amounts to an overruling of the Kane 
case. If the basic issue is, as the court points out, the retention of 
the right to control, then the skill of the employee would seem ir- 
relevant. 

The case adds one more piece to the confusing status of inde- 
pendent contractors and employees under the social security laws. 
In some circuits, persons selling stocks or insurance under circum- 
stances not greatly dissimilar to the real estate salesmen herein dis- 
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cussed, are regarded as employees. United States v. Wholesale Oil 
Co., supra, (filling station operators); Jones v. Goodson, 121 F. 
(2d) 176 (C. C. A. 10th, 1941) (cab drivers) ; Atlantic Coast Life 
Ins. Co. v. United States, 76 F. Supp. 627 (E. D. S. C. 1948) (life 
insurance agents); Beckwith v. United States, supra; Stone v. 
United States, supra. In other circuits, efforts to establish such per- 
sons as independent contractors for purposes of the Act have been 
unsuccessful. Party Cab Co. v. United States, 172 F. (2d) 87 
(C. A. 7th, 1949), cert. den., Oct. 10, 1949 (cab drivers paying cab 
owners at fixed rates and paying for gas and oil) ; Henry Broderick 
v. Squire, supra; American Oil Co. v. Fly, 135 F. (2d) 491 (C. C. 
A. 5th, 1943) (oil distributors). 

It is clear that the Congress intended nation-wide uniformity un- 
der the social security statutes, and that it had hoped that J. R. 
296, supra, would aid in achieving this result. It is also clear that 
the decisions of the various lower courts with respect to employees are 
not uniform. Since passage of J. R. 296, there has been no Supreme 
Court review of this problem. The issues are not simple and will un- 
doubtedly require further clarification. It remains to be seen whether 
the Supreme Court will consider the instant case the vehicle for such 
clarification. N. H. R. 


TAXATION—CaPITAL GAINS—SALE BY STOCKHOLDERS OF AS- 
sETs DistrinuteD Upon Disso_ution.—The stockholders of a 
closely held corporation offered to sell their stock which a pros- 
pective purchaser, willing to purchase only certain corporate prop- 
erty, refused to buy. The corporation rejected an offer of the pur- 
chaser for the corporate property. Subsequently, the stockholders, 
as individuals, and the purchaser entered into a contract providing 
for the transfer to the purchaser of the property when acquired by 
the stockholders from the corporation. The corporation distributed 
the property as a partial liquidating dividend to the stockholders, 
sold its other assets and dissolved. The stockholders transferred 
the property to the purchaser. Held, that on a sale of property by 
stockholders following a genuine liquidation distribution, the corpora- 
tion was not taxable. United States v. Cumberland Public Service 
Co., 338 U. S. —, 70 Sup. Ct. 280 (1950), affirming 83 F. Supp. 
843 (Ct. Cl. 1949). 

The principal case is the first Supreme Court holding since Com- 
missioner v. Court Holding Company, 324 U. S. 331, 65 Sup. Ct. 
707, 89 L. ed. 981 (1945), on the question whether a sale of corporate 
property should be attributed for taxation purposes to a corpora- 
tion when, after liquidation, stockholders sell the corporate property. 
In the Court Holding Company case, the Court ruled against the 
corporation which had agreed orally to the sale of its apartment build- 
ing before calling off the sale. The corporation distributed the build- 
ing as a liquidating dividend in kind to the stockholders who conveyed 
to the purchaser on substantially the same terms agreed upon by the 
corporation and applied as part payment on the purchase price a 
deposit given by the purchaser to the corporation at the time of the 
oral agreement. 
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Cases holding the corporation taxable reflect a strict interpretation 
of Treas. Reg. 111, § 29.22 (a)-20, which provides that sales of 
corporate property by a receiver or trustees in dissolution, who 
usually wind up the affairs of a dissolved corporation for the purpose 
of liquidating the assets and paying the debts, are to be treated, for 
the purpose of ascertaining the gain or loss, as if made by the cor- 
poration. The rationale has proceeded on several, non-mutually ex- 
clusive theories: (1) that the trustee in dissolution had acted on 
behalf of the corporation, Tazewell Electric Light & Power Co. v. 
Strother, 84 F. (2d) 327 (C.C. A. 4th, 1936) ; Taylor Oil & Gas Co. 
v. Commissioner, 47 F. (2d) 108 (C. C. A. 5th, 1931), cert. den., 
283 U. S. 862, 51 Sup. Ct. 655, 75 L. ed. 1467 (1931); (2) that 
the stockholders or negotiating officers were agents of the corpora- 
tion, S. A. MacQueen Co. v. Commissioner, 67 F. (2d) 857 (C. C. A. 
3d, 1933); The Nace Realty Company, 28 B. T. A. 467 (1933) ; 
(3) that substance and not form of the transaction controls, Fairfield 
Steamship Corporation v. Commissioner, 157 F. (2d) 321 (C. C. A. 
2d, 1946), cert. den., 329 U. S. 774, 67 Sup. Ct. 193, 91 L. ed. 665 
(1946); but see Magill, Sales of Corporate Stock or Assets (1947) 
47 Cor. L. Rev. 707, 712; (4) that the corporation had previously 
contracted with the purchaser, George S. Towne, 35 B. T. A. 141 
(1936) ; contra, Robert Jemison, Jr., 3 B. T. A. 780 (1926) ; (5) that 
the corporation had begun but had not concluded negotiations with 
the purchaser, Wichita Terminal Elevator Co. v. Commissioner, 
162 F. (2d) 513 (C. C. A. 10th, 1947) ; Embry Realty Company v. 
Glenn, 116 F. (2d) 682 (C. C. A. 6th, 1940); (6) that the transfer 
of corporate assets to a partnership or to stockholders had no business 
purpose, Meurer Steel Barrel Co. v. Commissioner, 144 F. (2d) 282 
(C. C. A. 3d, 1944), cert. den., 324 U. S. 860, 65 Sup. Ct. 864, 89 
L. ed. 1417 (1945); and (7) that the stockholders were conduits 
through which title passed from the corporation to the purchaser. 
Kaufmann v. Commissioner, 175 F. (2d) 28 (C. A. 3d, 1949). 

The trend appears to be a recognition by the courts of the liquida- 
tion distribution by the corporation to the stockholders as a valid 
device to avoid the capital gains tax. Corporations have escaped from 
taxation under several doctrines: (1) that individual stockholders 
prior to receipt of dividends of assets in kind may contract with pur- 
chasers for the sale of the assets, Baum v. Dallman, 76 F. Supp. 410 
(S. D. Ill. 1948); (2) that the corporation had not negotiated with 
the purchaser prior to distribution to the stockholders, Howell 
Turpentine Co. v. Commissioner, 162 F. (2d) 319 (C. C. A. 5th, 
1947); (3) that negotiations by the corporation had not been 
measurable, Central National Bank, 25 B. T. A. 1123 (1932); (4) 
that the corporation, after extensive negotiations, decided not to sell 
its assets, Commissioner v. Falcon Co., 127 F. (2d) 277 (C. C. A. 
5th, 1942); and (5) that the trustees in dissolution, chosen by the 
stockholders, empowered to act solely for the stockholders, had no 
authority to settle the corporate debts. Acampo Winery and Dis- 
tilleries, 7 T. C. 629 (1946). 

Certiorari was granted by the Court in the principal case to clarify 
the holding of the Court Holding Company case, supra, in which 
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Black, J., wrote that use of the shareholders as a conduit to pass title 
could not avoid taxes on a corporate sale and that the substance of a 
transaction determines the incidence of taxation. Admitting that the 
distinction between sales by a corporation and sales by shareholders 
following a distribution in kind may be artificial, Black, J., in the 
principal case stated that a corporation cannot be taxed when, follow- 
ing a genuine liquidation, stockholders make the sale. 

The principal case stands for the following propositions: (1) that 
the findings of fact by the trial court as to whether a sale has or has not 
been made by the corporation are conclusive; (2) that the motive 
of stockholders to reduce taxes is only one determinant of the genuine- 
ness of the liquidation distribution; (3) that corporate compliance 
with the method of liquidating distributions in kind or in dissolution 
will result in corporate tax exemption; (4) that, although the stock- 
holders’ interest in the corporation goes to the purchaser whether the 
sale of assets is by the corporation or by the stockholders after a 
liquidation distribution, the Court accepts the distinction sanctioned 
by Congress. 

Approval by the Court of the findings of the Court of Claims in- 
dicates the procedure to be followed by stockholders to avoid the 
corporate gains tax. The corporation, if approached by a purchaser, 
should refuse to sell its assets; written documents should emphasize 
that the stockholders are transacting in their own interest and not 
in the corporate interest ; assets should be distributed in kind on liqui- 
dation to the stockholders individually. A contract by the stock- 
holders as individuals with the purchaser prior to liquidation is per- 
missible. 

An unequivocal overriding of Treas. Reg. 111, § 29.22 (a)-20 would 
have closed this means of corporate tax avoidance, but the Court 
chose, instead, to point out to Congress the incongruity in tax policy. 
Apparently, congressional tax policy is to impose a tax upon cor- 
porations on sale of their corporate assets and a tax upon stockholders 
on profits distributed from the sale. Congress can clarify its tax policy 
by either eliminating the tax loophole or abolishing the double tax. 

H.1.L. 


TAXATION—INCOME TAX—EXCLUSIONS FROM Gross INCOME— 
TEMPORARY MEMBERS oF Coast GUARD RESERVE.—On February 19, 
1943, respondent, a civil service employee of the Coast Guard, was 
enrolled as a temporary member of the Coast Guard Reserve with 
rank of Lieutenant Commander. After enrollment he performed 
duties identical with those he had previously performed. He served 
on full-time active duty, receiving civilian but no military pay, and 
was disenrolled September 15, 1945. For each of the taxable years 
1943 and 1944 he claimed as an exclusion from gross income $1,500 
under authority of I. R. C. § 22 (b) (13) (A). Held, since respond- 
ent was paid as a civil service employee and not for active service as a 
commissioned officer, he is not entitled to the exclusion. C. J. R. v. 
Connelly, 338 U. S. 258, 70 Sup. Ct. 19, (1949). 

The World War I counterpart to I. R. C. § 22 (b) (13) is found in 
§ 213 (b) (8) of the Revenue Act of 1918, 40 Start. 1057, 1066 
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(1919). Numerous interpretative rulings were issued in connection 
with that exclusion which, in light of the parallel language employed in 
the World War II provision of the Internal Revenue Code, are worth 
reviewing. Thus, employees of the Commission on Training Camp 
Activities were held not to be persons in active service in the military 
or naval forces. O. D. 27, 1 Cum. Bull. 97 (1919). Civilians gov- 
erned by the rules and regulations of the American Expeditionary 
Forces were denied the exclusion. O. D. 29, 1 Cum. Bull. 97 (1919). 
Pay received from the United States War Department by a civilian 
flying instructor for services rendered during the war was held not 
to be compensation for active military service. O. D. 122, 1 Cum. 
Bull. 97 (1919). In the case of a person in the active military service 
of the United States, a distinction was made between compensation 
received for sefvice in the Army paid by the War Department and 
compensation received from the Spruce Division for services in con- 
nection with cutting spruce. O. D. 214, 1 Cum. Bull. 98 (1919). Per- 
sons serving in the American Merchant Marine Sea Training Bureau 
were denied the exemption. O. D. 329, 1 Cum. Bull. 98 (1919). 
Army field clerks were ruled to be persons in the military forces. 
O. D. 435, 2 Cum. Bull. 101 (1920). In the case of reconstruction 
aides in the Army, eligibility for the exemption was held dependent 
upon status while engaged in such work. If civil, it was denied. If 
military, it was allowed. O. D. 435, supra. An officer of the National 
Guard detailed to the General Staff College was not considered to be 
in active service in the military forces of the United States. O. D. 436, 
2 Cum. Bull. 101 (1920). Persons in the Army Transport Service, 
although amenable to military law, were regarded as civilian em- 
ployees. O. D. 462, 2 Cum. Bull. 102 (1920). Employees of the 
Knights of Columbus War Activities were denied the exclusion. 
O. D. 485, 2 Cum. Bull, 102 (1920). Also, teachers in the Medical 
Department at Large. O. D. 752, 3 Cum. Bull. 125 (1920). Person- 
nel of the United States Merchant Marine were held not in the mili- 
tary or naval service. O. D. 663, 3 Cum. Bull. 125 (1920). Person- 
nel of the Coast and Geodetic Survey, transferred to the War Depart- 
ment or to the Navy Department by the President, were held mem- 
bers of the military and naval forces of the United States. I. T. 1402, 
I-2 Cum. Bull. 72 (1922). Personnel of the United States Public 
Health Service were denied the exclusion. O. D. 904, 4 Cum. Bull. 
112 (1921), revoking O. D. 495, 2 Cum. Bull. 102 (1920); and T. D. 
(Misc.) 3242 (citing Op. A. G. 3), 5 Cum. Bull. 114 (1921). The 
salary of the Surgeon General was held not to be exempt as compensa- 
tion for active service in the military or naval forces. Blue v. United 
States, 65 Ct. Cl. 499 (1928). (But see I. T. 3817, 1946-2 Cum. Bull. 
34, infra.) Exempt compensation, to the extent of the $3,500 limita- 
tion, was held to include the bonus payable upon discharge, mileage 
from point of discharge to point of enlistment, and ration money cov- 
ering periods of absence from camp on furlough. O. D. 370, 2 Cum. 
Bull. 101 (1920). It did not include retainer pay received by Naval 
Reservists while on inactive duty. O. D. 463, 2 Cum. Bull. 102 
(1920). 

The regulations issued by the Commissioner of Internal Revenue in 

10 
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connection with I. R. C. § 22 (b) (13), and for that purpose elaborat- 
ing on the definition contained in I. R. C. § 3797 (a) (15), defined 
the military and naval forces of the United States as including but 
not necessarily limited to “. . . the Army, the Navy, the Marine 
Corps, the Coast Guard, the Army Nurse Corps, Female, the Navy 
Nurse Corps, Female, the Women’s Army Auxiliary Corps or the 
Women’s Army Corps, the Women’s Reserve branch of the Naval 
Reserve, the Marine Corps Women’s Reserve, and the Coast Guard 
Reserve, including the Coast Guard Women’s Reserve.” Treasury 
Regulations 111, § 29.22 (b) (13)-1. The same section specifically 
excluded the Army Specialist Corps. Commissioned officers of the 
United States Coast and Geodetic Survey again were held entitled to 
the exclusion. I. T. 3655, 1944 Cum. Bull. 463. Similar treatment 
was accorded commissioned officers of the United States Public 
Health Service in light of the provisions of § 212 (a) and (b) of the 
Public Health Service Act, 58 Stat. 682, 689 (1944), 42 U.S. C. 
§ 213 (a) and (b) (1946). I. T. 3817, supra. Members of the Civil 
Air Patrol (or Coastal Air Patrol) were held not to be members of 
the military or naval forces. I. T. 3656, 1944 Cum. Bull. 79. Mem- 
bers of the Merchant Marine again were denied the exclusion. 
Bureau letter, 1944 P-H Fed. Par. 66,160. Also personnel in the in- 
active reserve or on retirement. Treasury Regulations 111, § 29.22 
(b) (13)-1, supra. 

The various World War II classifications of the Coast Guard Re- 
serve, including that in which respondent Connelly was enrolled, were 
considered in I. T. 3629, 1943 Cum. Bull. 109, as amended by I. T. 
3727, 1945 Cum. Bull. 70. It was there held that those members of 
the Coast Guard Reserve receiving pay from a civilion employer and, 
in the case of civilian employees of the government, those receiving 
pay for the civilian position occupied, should be denied the exclusions. 

The tenor of the administrative rulings promulgated in connection 
with the exclusions provided for World War I and II indicates that 
full-time active duty under control of the War or Navy Department 
and compensation under a military pay scale paid from a military or 
naval budget were generally considered requisite. The same elements 
were stressed by the Court of Claims in denying the exemption in 
Blue v. United States, supra at p. 506, Judge Green saying: “It is 
clear that a person who performs no military duty of any kind, who is 
not subject to the orders of the military authorities, and who is not 
paid out of the appropriation for military purposes, is not in the 
‘active service’ of either the Army or the Navy. . . .” Similarity of 
duties has been generally considered unimportant (e.g., O. D. 435, 
supra) and with this the majority of the court of appeals in the 
principal case agreed, finding for Connelly on other grounds. 84 App. 
D. C. 260, 172 F. (2d) 877 (1949). 

In Mitchell v. Cohen, 333 U. S. 411, 68 Sup. Ct. 518, 92 L. ed. 
774 (1948), the majority, speaking through Mr. Justice Murphy, held 
that the term “ex-serviceman” in the Veterans’ Preference Act of 
1944, 58 Stat. 387 (1944), 5 U. S. C. §§ 851-869 (1946), embraced 


only those who performed military service on full-time active duty 





RECENT CASES 587 


with military pay and allowances and who thereby were divorced 
from their normal economic pursuits. 

In the principal case, Mr. Justice Minton applied a similarly strict 
standard to Connelly whose “dual status” was more heavily weighted 
in favor of the military aspects of his position. Finding that all the 
" . considerations of an economic character pertaining to his em- 
ployment by the Government were related to his civil service status,” 
he held it to be “. . . clear that taxpayer received his compensation 
in a civilian status.” (at pp. 20-21). When consideration is given to 
the legislative history of § 207 of the Coast Guard Auxiliary and Re- 
serve Act (55 Stat. 9, 12 (1941), as amended by 56 Srar. 1020, 
1021 (1942), 14 U. S. C. § 307 (1946)) noted by the Court, it is 
apparent that Connelly’s particular status was of a class in which the 
legislative purpose specifically contemplated preservation of the 
civilian rate of pay and its accompanying advantages. H. R. Rep. No. 
2525, 77th Cong., 2d Sess., 3 (1942). The uniformity with which the 
provisions of § 213 (b) (8) of the Revenue Act of 1918, supra, had 
been consistently interpreted and applied, although not mentioned by 
the Court, also lends strong support to the result. 

H. J. D. 


NATIONAL SERVICE LIFE INSURANCE—RIGHTS OF SURVIVING 
SPOUSE UNDER COMMUNITY ProperTY LAw—RIGHTS OF BENE- 
FICIARY.—Widow of deceased soldier, both of whom were legally 
domiciled in California during the marriage and at his death, was 


awarded judgment in an action against the soldier’s mother, the 
designated beneficiary of a National Service Life Insurance policy, 
for one-half of the proceeds that had been received under the policy. 
The judgment included an order that one-half of the future payments 
be diverted to plaintiff as soon as received by defendant. The state 
appellate court affirmed the judgment, Wissner v. Wissner, 89 Cal. 
App. (2d) 759, 201 P. (2d) 837 (1949), and the Supreme Court of 
California denied a hearing. Defendant appealed on the ground that 
the rights to the proceeds should be governed solely by federal statutes. 
Held, reversing, that a widow has no vested right to the proceeds of 
federal insurance notwithstanding state community property law, 
three justices dissenting. Wissner v. Wissner, 70 Sup. Ct. 398 (1950). 

The basic issue presented to the Court was whether the community 
property law of a state is a sufficient basis on which to predicate a 
widow’s claim of ownership of one-half the proceeds of a National 
Service Life Insurance policy when another person within the per- 
mitted class had been designated as beneficiary and, if so, whether the 
Due Process Clause of the Fifth Amendment would be violated 
by an invocation of the exemption provision, 49 Stat. 609 (1935), as 
amended, 54 Start. 1195 (1940), 38 U. S. C. § 454 (a) (1946), in- 
corporated by reference into the National Service Life Insurance Act 
of 1940, 54 Star. 1008, 1014, 38 U. S. C. § 801 et seq. (1946), as 
amended, 60 Star. 781 (1946), 38 U. S. C. Supp. II, § 802 et seq. 
(1949). This section of the Act provides: “Payment of benefits due 
or to become due shall not be assignable, and such payments . . . 
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shall be exempt from taxation, shall be exempt from the claims of 
creditors, and shall not be liable to attachment, levy, or seizure by 
or under any legal or equitable process whatever, either before or 
after receipt by the beneficiary.” 

By reason of the Supremacy Clause of the United States Consti- 
tution (Art. VI, cl. 2) a federal statute enacted under authority 
delegated by the Constitution cannot be challenged on the ground 
that it conflicts with state law. Therefore, after the constitutionality 
of the federal statute is established the question becomes largely one 
of statutory construction. If a state law is construed as inconsistent 
with a valid federal statute or if a federal statute is constructed as 
excluding the operation of state law in the particular field, the federal 
statute must prevail. And in the instant case the court held, without 
difficulty, that the National Service Life Insurance Act of 1940 is 
valid under the powers over national defense. 

The premiums on the policy in question were paid by deduction 
of funds from Army pay which, according to California law, is com- 
munity property. French v. French, 17 Cal. (2d) 775, 112 P. (2d) 
235, Note (1941) 134 A. L. R. 368; Cooke v. Cooke, 65 Cal. App. 
(2d) 260, 150 P. (2d) 514 (1944). Under the law of California, 
the proceeds of an insurance policy are community property in the 
proportion which the total premiums paid from community funds bear 
to all premiums paid on the policy. And if one other than the surviv- 
ing spouse had been designated ‘as beneficiary without the consent of 
the surviving spouse, the designation constitutes an inchoate gift vest- 
ing on the death of the insured but subject to being revoked by the 
surviving spouse to the extent of one-half of the community property. 
Travelers’ Insurance Co. v. Fancher, 219 Cal. 351, 26 P. (2d) 482 
(1933) ; New York Life Insurance Co. v. Bank of Italy, 60 Cal. App. 
602, 214 Pac. 61 (1923). In the instant case the state court, in hold- 
ing that the widow had a “vested right” to one-half of the proceeds of 
the governmental insurance, carried these propositions to what seemed 
to be their logical conclusion. 

It has been consistently held that war risk insurance policies are 
contracts of the United States and possess the same dignity and legal 
incidents as other contracts of the United States. Lynch v. United 
States, 292 U. S. 571, 54 Sup. Ct. 840, 78 L. ed. 1434 (1934); White 
v. United States, 270 U.S. 175, 46 Sup. Ct. 274, 70 L. ed. 530 (1926) ; 
Pack v. United States, 176 F. (2d) 770 (C. A. 9th, 1949); Wood- 
ward v. United States, 167 F. (2d) 774 (C. C. A. 8th, 1948); Bar- 
ton v. United States, 75 F. Supp. 703 (S. D. Cal. 1948), Note (1948) 
1 Oxta. L. Rev. 280; accord, Von der Lippi-Lipski v. United States, 
55 App. D. C. 202, 4 F. (2d) 168 (1925). Their validity and con- 
struction, “. . . their consequences on the rights and obligations 
of the parties, . . . all present questions of federal law not controlled 
by the law of any State.” United States v. County of Allegheny, 
322 U. S. 174, 183, 64 Sup. Ct. 908, 88 L. ed. 1209 (1944); Clear- 
field Trust Co. v. United States, 318 U. S. 363, 63 Sup. Ct. 573, 
87 L. ed. 838 (1943); Pack v. United States, supra; Woodward v. 
United States, supra; Barton v. United States, supra. War risk in- 
surance policies, being contracts, are property and create vested rights 
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according to their terms, the terms being found in part in the policy 
and in part in the statute and regulations promulgated thereunder. 
Lynch v. United States, supra. 

Pertinent terms of the contract other than the exemption pro- 
vision, supra, found in the Act of 1940 are: “The insurance shall 
be payable only to . . . [persons in certain classes = the insured 
shall have the right to designate the beneficiary . . .”; “No person 
shall have a vested right to any . . . such insurance. . . .”; and 
“No installments of such insurance shall be paid to the heirs or legal 
representatives as such of the insured or of any beneficiary. . . .” 
(54 Strat. 1010 (1940), 38 U. S. C. §802 (1946) as amended, 
60 Stat. 781 (1946), 38 U. S. C. Supp. IT, § 802 (1949)). 

Accordingly, the beneficiary acquires no vested right to the pro- 
ceeds by virtue of the death of the insured. Cassarello v. United 
States, 271 Fed. 486 (M. D. Pa. 1919), aff'd 279 Fed. 396 (C. C. A. 
3d, 1922). Nor does a person acquire any right to the proceeds by 
virtue of an agreement with the insured or the designated beneficiary 
which would be binding according to state law. Bradley v. United 
States, 143 F. (2d) 573 (C. C. A. 10th, 1944); Lewis v. United 
States, 56 F. (2d) 563 (C. C. A. 3d, 1932) ; Robertson v. McSpadden, 
46 F. (2d) 702 (E. D. Ark. 1931). But see, Bostrom v. Bostrom, 
60 N. D. 792, 236 N. W. 732 (1931). Likewise, the proceeds are 
free from taxation while they remain uninvested in the hands of the 
beneficiary. Lawrence v. Shaw, 300 U. S. 245, 57 Sup. Ct. 443, 81 
L. ed. 623 (1937). And exemption provisions of this nature are 
effective even though title has passed from the Federal Goverment to 
the recipient. Ruddy v. Rossi, 248 U. S. 104, 39 Sup. Ct. 46, 63 
L. ed. 148 (1918). 

It seems clear that under the terms of the contract the widow 
acquires no right to the proceeds of the policy and state community 
property law which decrees otherwise is necessarily inconsistent. 
Since the enactment of the National Service Life Insurance Act 
was within the power of Congress, the state law must yield. Hill v. 
Florida, 325 U. S. 538, 65 Sup. Ct. 1373, 89 L. ed. 1782 (1945) ; 
McDermott v. Wisconsin, 228 U. S. 115, 33 Sup. Ct. 431, 57 L. ed. 
754 (1913). 

It is apparent, since the widow has no valid claim to the proceeds 
of this insurance, that the exemption provision could not deprive her 
of any vested property rights or of the means of enforcing such 
rights in violation of the Due Process Clause of the Fifth Amendment. 
The Court’s refusal to discuss the matter was proper. The constitu- 
tional question discussed in the court below was based on an assumed 
vested right in the widow. This assumption was also implicit in the 
position taken by the minority of the Court that no different result 
should obtain than if private insurance were involved and that a 
construction of the exemption provision should be decisive. 

A majority of courts have held that similar exemption provisions 
relating to pensions and disability benefits do not apply to prevent 
claims for alimony and support either on the theory that the legisla- 
tive intent was to protect both the insured and his dependents from 
claims hostile to the duty of support and not to relieve the insured 
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from that duty, Schlaefer v. Schlaefer, 71 App. D. C. 350, 112 F. (2d) 
177 (1940), or on the theory that such a claim is not a “debt” within 
the meaning of the statute but an obligation growing out of the 
family relation and public policy, Gaskins v. Security-First National 
Bank of Los Angeles, 30 Cal. App. (2d) 409, 86 P. (2d) 681 (1939). 
And the minority of the Court in the instant case were not persuaded 
that “. . . the exemption provision should carry the implication 
of wiping out family property rights, which traditionally have been 
defined by state law.” (at p. 402). However, it would appear that 
there is no need to resort to such implication in view of the specific 
provisions in the Act. It is difficult to understand how the exemption 
provision can operate to bar a claim when no right exists. It is sub- 
mitted that the result reached in the instant case would have been 
reached even in the absence of the exemption provision and that it is 
error to “assume” that the widow has a right to the proceeds. 

The rationale of the Court clearly precludes any action by the 
widow against accrued or future payments to the beneficiary, but 
leaves open the question as to whether action could be taken against 
the estate of the insured to recover one-half of the premiums deducted 
from decedent’s Army pay. A. M. H. 


[Note] This last annotation is the first of a series of case annotations pre- 
pared by second-year students under the direction of the Law Review staff. 
Eb. 














